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FOREWORD 


The fact that statutes regulating the sale of securities exist in forty-seven of the 
forty-eight states, and that some of them have been in existence for as long as a 
quarter of a century, testifies that the present lively interest in the regulation of 
securities sales is not an overnight development. Although the various state statutes 
differ significantly both as to underlying theory and the degree of their effectiveness, 
it is undoubtedly true that they were chiefly inspired by a common purpose of pro- 
tecting the investor from the unscrupulous corporate promoter. As time passed and 
experience accumulated and economic conditions became better understood, it was 
gradually realized that the fundamental problem of protecting the investor was far 
broader than that of merely preventing fraud. Of equal if not of greater importance 
was the necessity of affording investors the information essential to a discriminating 
selection of securities. This difficulty of selection had its origin in the tremendous 
concentration of wealth which has occurred in the last hundred years. At the be- 
ginning of the nineteenth century and for a considerable period of time thereafter, 
the business units of this country were relatively small and individualized. Modern 
conditions present quite a different picture. At the present time a large proportion 
of the national wealth is concentrated in the hands of a relatively small number of 
immense corporations. Their activities are greatly diversified and their domains, 
which are virtual economic empires, are frequently scattered over immense areas in 
this country and abroad. 

Because this immense concentration of wealth has made it increasingly difficult 
for the investor to obtain an understanding of the modern business enterprise and 
its financial condition, it is especially important that comprehensive and thoroughly 
reliable information be available. It is not unreasonable to believe that the absence 
of such information over a period of time might seriously impair the needed flow 
of capital into industry. 

In 1933 Congress enacted the Federal Securities Act to insure the availability, for 
investment purposes, of accurate and complete information with respect to every 
issue of securities (with certain exceptions) thereafter sold in interstate commerce or 
through the mails. The initial heat accompanying the passage of this Act has largely 
abated during the three and a half years it has been in effect, and the time now 
seems ripe to attempt a dispassionate picture of the Act in operation. It is the 
purpose of this symposium to present in broad outline the machinery used to accom- 
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plish the objective of the Securities Act, to appraise the degree of its success from 
various points of view, and to note the readjustments it has caused in the economic 
system to which it relates. 

Original plans called for the presentation of the symposium in a single issue, but 
as the project crystallized it became apparent that adherence to such a program would 
entail a ruthless sacrifice of important and timely material. As a consequence the 
decision was reached to divide the symposium into two parts. And it should be 
said parenthetically that even in its expanded form the symposium does not treat 
either of the liability and penal provisions of the Act nor of the problem of con- 
stitutionality. Accurate and comprehensive treatments of these subjects have already 
made their appearance, and it seemed desirable to sacrifice the abstract symmetry 
of the symposium in order to include material on more neglected phases of the Act. 

The plan of Part I of the symposium, which is presented in this issue, is sufficiently 
indicated by the titles of the articles set out in the table of contents. Part II, which 
will be published in the forthcoming April issue, will be introduced by an article by 
Professor Brunson MacChesney of the University of California and Robert O’Brien 
of the Securities and Exchange Commission dealing with the “fair disclosure” re- 
quirements of the Act. Arthur H. Dean of the New York Bar will present an 
article discussing various problems encountered by the lawyer in the preparation of 
the registration statement. Professor Thomas H. Sanders of the Harvard Graduate 
School of Business Administration will treat the accounting aspects of the Act. 
Closely allied to the problem of fair disclosure with respect to new issues is that 
involving the issuance of securities as a result of the reorganization of insolvent com- 
panies, already a subject of investigation and study by the Commission. Professor 
Abe Fortas of the Yale Law School will contribute an article on this subject. The 
inter-relation between the Securities Act and state securities legislation will be con- 
sidered in an article by Russell Smith of the New York Bar. The symposium will 
be concluded by an article by Professor John Hanna of the Columbia Law School 
in which he depicts the various ways and means by which the purposes of the 
Securities Act are furthered by the Securities and Exchange Act of 1934. 
Warner Futter. 
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THE SECURITIES AND EXCHANGE COMMISSION: 
ITS ORGANIZATION AND FUNCTIONS 
UNDER THE SECURITIES ACT OF 1933 


Avo.pu C, Jonnson* AND ANDREW JACKSONT 


The Securities and Exchange Commission was created under authority of Public 
Act No. 291, Seventy-third Congress, approved June 6, 1934, known as “The Securi- 
ties Exchange Act of 1934,”1 to administer the Securities Act of 1933? and the 
Securities Exchange Act of 1934. From May 27, 1933° until September 4, 1934, the 
Securities Act was administered by the Federal Trade Commission. Since Septem- 
ber 4, 1934, it has been administered by the Securities and Exchange Commission. 
Public Act No. 333, known as “The Public Utility Act of 1935,” is also administered 
by the Securities and Exchange Commission. The discussion in the present article 
will be limited to the organization and functions of the Commission with respect to 
duties under the Securities Act of 1933. 

The Commission is composed of five commissioners, not more than three of 
whom may be members of the same political party, appointed by the President, by 
and with the advice and consent of the Senate, one of whom is annually elected 
Chairman. The statutory term of office of the commissioners is five years with 
staggered terms in the original appointments so as to create a vacancy at the end of 
each year. Each commissioner receives a salary of ten thousand dollars a year. 

The duties of the Commission under the Securities Act of 1933 are carried on 
through nine divisions and the regional offices. The divisions are: Office of the 
Secretary, Registration Division, Legal Division, Trading and Exchange Division, 
Office of the Economic Adviser, Office of the Chie£_Accountant, Research Division, 
Office of Supervisor of Information Research, and Division of Forms and Regula- 
tions. The branch offices are located in New York City, Boston, Atlanta, Chicago, 
Fort Worth, Denver, San Francisco and Seattle. 








*L.LB., 1922, Marquette University. Attorney, Wisconsin Securities Division, Madison, Wisconsin, 
1925-1933. Director, Wisconsin Securities Division, 1933-1934. Assistant Director, Registration Division, 
Securities and Exchange Commission, September 1, 1934-June 1, 1936. Associate, Chapman and Cutler, 
Attys., Chicago, Illinois, since June 1, 1936. 

+A.B., 1903, Dartmouth College; LL.B., 1912, Boston University. Member of New Hampshire and 
Massachusetts Bars. Attorney, Registration Division, Securities and Exchange Commission. 

148 Srat. 881, 15 U. S. C., c. 2B. #48 Stat. 74, 15 U. S. C., c. 2A. 

3 However, see Section 6(e) of the Act which provides that no registration statement may be filed 
within 40 days following its enactment. *49 Stat. 803, 15 U. S.C, ¢. 2C. 
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Broadly speaking, the Securities Act is based upon the proposition that the 
buyer of securities is adequately protected if a fair disclosure of the material facts 
essential to a judgment of their value be furnished by the seller. The furnishing of 
such information is required, and the failure to furnish it penalized, in connection 
with the sale of any security by use of the means or instrumentalities of interstate 
commerce or of the mails.° The accuracy and adequacy of the disclosure in sales 
of securities exempt from registration are a matter of determination by the courts, 
without reference to an explicit statutory standard, from the particular facts pre- 
sented in individual cases. In the case of securities required to be registered the 
statute specifies the character and amount of information to be furnished by the 
issuer.” 

It is the function and duty of the Commission to assure that a fair and truthful 
disclosure of the material facts essential to an appraisal of the value of securities be 
made available to prospective purchasers or, in the absence of such disclosure, to 
prevent their sale. But disclosure does not occur automatically; it must be en- 
couraged and cultivated and, in certain instances, forced. Disclosure, likewise, is 
meaningless and purposeless unless embodied in terms reasonably comprehended. 
The product of disclosure and the sufficiency of the concept of disclosure as a remedy 
depend to a large extent upon the effectiveness of the organization of the administra- 
tive body. Principle and policy, method and technique are in great measure but 
reflections of structural organization. The Commission has exercised its powers 
under the Act to create an organization whose primary function it is to fit the 
statutory theory of disclosure to the needs of a nation of investors. 

A mechanical description of duties of the various divisions would add little to an 
understanding of the functions and work of the administrative body. In large 
measure the contribution of each of these divisions to the totality of work done by 
the Commission is indicated by the respective titles. The Legal and Registration 
Divisions, for lack of a more precise descriptive term, may be characterized as exec- 
utive, the Legal Division being charged with the responsibility of enjoining the sale 
of securities in violation of the terms of the Act and the Registration Division being 
charged with the responsibility of enforcing compliance with the provisions of the 
Act and the rules and regulations governing registration of securities. Each of these 
divisions renders advice and makes recommendations to the Commission and, in 
addition, members of the staff of each division assist issuers and other persons con- 
cerned in the issuance and sale of securities in matters involving their respective 
jurisdictions. The other divisions contribute greatly to the work of these two 


5 Securities Act, §§5, 12, 17. 

*A somewhat different problem will be presented where issuers claim exemption from registration 
under the provisions of Rule 202 of the Commission’s General Rules and Regulations, which require that 
a prospectus setting forth certain information shall be on file with the Commission before it is used in 
offering the security for sale. An issuer seeking to avail itself of this exemption may be liable under 
Section 5 for failure to comply with the provisions of the rule creating the exemption, thus rendering the 
exemption unavailable, or, under Section 12 or 17, for misleading omissions or untrue statements in the 
prospectus. ™ Securities Act, Scheds. A, B. 
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divisions in the way of providing data and information obtained through research 
upon which a more intelligent and effective administration of the affirmative pro- 
visions of the Act may be erected. For example, the Research Division furnishes to 
the Registration Division information concerning developments subsequent to regis- 
tration which enables the Registration Division to test the effectiveness of the 
examination technique against actual practices. The Trading and Exchange Di- 
vision furnishes the Registration Division information as to markets, market con- 
ditions and activities. Thus the examination technique is sharpened through in- 
tegration and coordination of the work of these divisions. The Form and Regula- 
tions Division, the division responsible for the preparation of forms and rules and 
regulations, is aided in its draftsmanship by the Registration Division whose ex- 
perience in interpretation of the items of the various forms and the rules and regula- 
tions applicable to registration provides an invaluable test. The Chief Accountant, 
in ruling upon complex or intricate accounting problems, may borrow from the 
knowledge and information of the other divisions acquired in the course of their 
administration of their own duties. The branch offices perform service functions 
in supplying information and counsel concerning the applicability of the provisions 
of the Act to issuers of securities originating in their regions and likewise observe 
the practices and methods pursued, and the sales literature utilized, in the course 


of distribution. 


Disclosure acquires significance not alone through organized administration 
operating upon issuers of securities. The Act directs that publicity be given to the 
Commission’s rulings, regulations, opinions and findings, as well as to the filing and 
contents of registration statements. This requirement is fulfilled through the Office 
of Supervisor of Information Research who collects and makes available to the public 
information regarding the activity of the Commission in the administration of the 


Act.® 


The foregoing outline of the structure of the Commission organization indicates 
the distribution of duties in the administration of the Act. Much more could be 
said of the day to day duties of each division and the contributory part of each in 
accomplishing the task the Commission has before it. An understanding of the 
nature of the Commission organization and the character of its administration is 
aided by a brief statement of the provisions and requirements of the Act and a dis- 
cussion of special problems which have arisen in the course of its administration. 


Unless a security is exempt from the requirements of registration under the Act, 
or is effectively registered, it is unlawful for any person, directly or indirectly, to 
make use of the mails or means or instruments of interstate commerce to sell or 
offer to buy such security through the use or medium of any prospectus or other- 
wise; or to carry or cause to be carried through the mails or in interstate commerce, 


® Photostatic copies of the registration statements and reports and documents filed therewith by security 


issuers are available to any member of the public at cost. 


without cost. 


Any Commission release may be obtained 
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by any means or instruments of transportation, any such security for the purpose of 
sale or for delivery after sale.® A security may be exempt either because of the 
character of such security or the nature of the transaction in which it is offered for 
sale or sold. Section 3(a) of the Securities Act exempts securities of the classes set 
forth therein, and Section 4 exempts certain transactions. In addition to the exemp- 
tions thus specifically provided, the Commission may, under authority of Section 
3(b), from time to time adopt rules and regulations providing for exemption from 
registration of securities when the aggregate amount at which such issue is to be 
offered to the public is not in excess of $100,000. The Commission, pursuant to this 
section, has adopted rules and regulations providing exemption, subject to certain 
conditions, of securities issues of not more than this aggregate amount. 

The mechanics of registration are governed by the terms of Sections 6 and 8 of 
the Act. Section 6 prescribes the details surrounding the filing of a registration state- 
ment. A registration statement is filed in triplicate, at least one copy of which shall 
be signed by each issuer, its principal executive officer or officers, its principal finan- 
cial officer, its comptroller or its principal accounting officer, and the majority of its 
board of directors or persons performing similar functions. The filing with the 
Commission of a registration statement is deemed to have taken place upon the 
receipt thereof, if it is accompanied by a United States postal money order or a 
certified bank check or cash for a fee of one one-hundredth of one per centum of 
the maximum aggregate price at which such securities are proposed to be offered, 
but in no case shall the fee be less than $25.'° A registration statement becomes 
effective by lapse of twenty days from the date of filing. 

Thus the acquisition of a filing date from which the effective date may be meas- 
ured depends upon the payment of the required fee.‘t The determination of the 


® Section 5 of the Act provides: 

“(a) Unless a registration statement is in effect as to a security, it shall be unlawful for any person, directly 
or indirectly— 

(1) to make use of any means or instruments of transportation or communication in interstate com- 
merce or of the mails to sell or offer to buy such security through the use or medium of any 
prospectus or otherwise; or 

(2) to carry or cause to be carried through the mails or in interstate commerce, by any means or 
instruments of transportation, any such security for the purpose of sale or for delivery after sale. 

“(b) It shall be unlawful for any person, directly or indirectly—- 

(1) to make use of any means or instruments of transportation or communication in interstate com- 
merce or of the mails to carry or transmit any prospectus relating to any security registered under 
this title, unless such prospectus meets the requirements of section 10; or 

(2) to carry or to cause to be carried through the mails or in interstate commerce any such security 
for the purpose of sale or for delivery after sale, unless accompanied or preceded by a prospectus 
that meets the requirements of section 10.” 

* Section 6(c) of the Act provides: 

“(c) The filing with the Commission of a registration statement, or of an amendment to a registration 

statement, shall be deemed to have taken place upon the receipt thereof, but the filing of a registration 

statement shall not be deemed to have taken place unless it is accompanied by a United States postal 

money order or a certified bank check or cash for the amount of the fee required under subsection (b).” 
* Rules governing the computation of the filing fee under special circumstances have been adopted. 

Rule goo of the General Rules and Regulations provides: 

“(a) At the time of filing a registration statement, the registrant shall pay to the Commission a fee of one 
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adequacy of the fee is made at the date of filing. Subsequent changes in the pro- 
posed offering price either prior to or after the effective date of the registration 
statement, if made in good faith would not necessitate payment of an additional fee, 
or, stated alternatively, if the fee paid at the time the statement is delivered to the 
Commission has been calculated in good faith upon the basis of registrant’s then 
proposed maximum offering price, any later changes in the offering price of the 
securities would not upset the fee or the filing date. It would make no difference 
if subsequent to a bona fide calculation at the date the statement was submitted, 
the registrant because of changed market conditions ar other reasons decided to offer 
at a unit price higher or lower than that upon which the calculation was based. In 
either event, the registrant would not be obliged to pay an additional fee or entitled 
to receive a refund of a portion of the fee paid. 

Section 8 provides for the taking effect of registration statements and amend- 
ments thereto. A registration statement becomes effective by lapse of twenty days 
from the date of filing. An amendment filed prior to the effective date of such 
statement creates a new filing date unless it is filed with the consent of the Com- 
mission in which event it shall be treated as having been filed when the statement 
was originally filed. An amendment, not incomplete or inaccurate on its face, 
filed after the effective date of the registration statement becomes effective on such 
date as the Commission may determine, having due regard to the public interest and 
the protection of investors. 

(. Section 8 (b) provides for an order refusing to permit the registration statement 
to become effective if such statement is inaccurate or incomplete on its face. This 
section provides for a hearing after notice, within ten days of the filing date, sched- 
uling a hearing within ten days of the date of notice. Section 8 (d) provides for an 
order suspending the effectiveness of a registration statement which has been found 
to contain untrue or misleading statements or to omit required information. Notice 
of hearing under this section may be given at any time, but must specify a date for 
hearing within fifteen days of the date of notice. In the event an order is issued 
pursuant to the provisions of either Section 8 (b) or 8 (d), the order shall specify 
the matters found to be defective. When the statement has been amended in ac- 
cordance with an order under Section 8 (b), the Commission shall so declare and 
the registration statement shall become effective in accordance with the provisions 
of Section 8 (a) or upon the date of such declaration, which ever date is the later. 
When the registration statement has been amended in accordance with a stop order 


one-hundredth of one per centum of the maximum aggregate price at which the securities are proposed 
to be offered, but in no case shall such fee be less than $25. 

“(b) Where securities are to be offered at prices computed upon the basis of fluctuating market prices, the 
‘price at which the securities are proposed to be offered,’ upon which the registration fee is to be calcu- 
lated, shall be based upon the price at which units of securities of the same class were or would have been 
sold on a specified date within fifteen days prior to the filing of the registration statement.” 

Instruction 7 of the rules and instructions accompanying Form E-1 sets forth the basis for computation of 
the filing fee for securities to be issued in the course of a reorganization. 
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issued under Section 8 (d), the Commission shall so declare and thereupon the stop 
order shall cease to be effective. 

The conduct of stop order and refusal order proceedings is governed by the 
provisions of the Commission’s rules of practice.1* Notice of any hearing under 
Section 8 of the Act is given by the Secretary of the Commission to the person 
designated in the registration statement as being authorized to receive service and 
notice of orders and notices issued by the Commission relating to such registration 
statement. Such notice is required to contain a statement of the time and place of 
hearing and a statement of the items in the registration statement, by number or 
name, which appear to be incomplete or inaccurate in any material respect or to 
include any untrue statements of a material fact or to omit to state any material fact 
required to be stated therein or necessary to make the statements therein not mis- 
leading. Notice may be given either by personal service or by confirmed telegraphic 
notice and shall be given a reasonable time before the hearing. The rules also 
require that the personal notice or the confirmation of the telegraphic notice shall 
be accompanied by a short and simple statement of the matters to be considered and 
determined at the hearing. 

@ The statute provides that hearings under the Act may be presided over by the 

Commission or an officer designated by it. The rules of practice provide for the 
designation of an officer and refer to such officer as Trial Examiner. Most hearings 
under Section 8 of the Securities Act have been conducted before a Trial Examiner 
who rules on the admissibility of evidence, entertains certain motions’? and within 
ten days after receipt of the transcript of the testimony files with the Secretary of 
the Commission his report containing his findings of fact. Exceptions to the find- 
ings of the Trial Examiner or his failure to make findings or to the admission or 
exclusion of evidence may be filed within fifteen days after receipt of a copy of the 
Trial Examiner’s report. These exceptions may be argued only at the final hearing 
on the merits. Any party to a proceeding may file a brief in support of his contentions 
within fifteen days from the date of service on such party of a copy of the Trial 
Examiner’s report and may request an oral argument before the Commission in 
support of such contentions. If oral argument before the Commission is not re- 
quested, the matter will be considered without argument by the Commission on the 

% These rules are applicable likewise to proceedings held pursuant to certain sections of the Securities 
Exchange Act of 1934 and the Public Utility Act of 1935. See Rule III (b) of the Rules of Practice and 
S. E. C. Release No. 661 (SA), Feb. 12, 1936; S. E. C. Release No. 482 (SEA), Feb. 12, 1936; and 
S. E. C. Release No. 95 (PUA), Feb. 12, 1936. 

* Rule V (b) of the Rules of Practice provides: 

“(a) Motions before the Commission or the Trial Examiner shall state briefly the purpose thereof and all 
supporting affidavits, records and other papers, except such as have been previously filed, shall be filed with 
such motions and clearly referred to therein. 

“(b) Motions in any proceeding before a Trial Examiner which relate to the introduction or striking of 
evidence may be ruled on by the Trial Examiner. Exception to any such ruling must be noted before the 
Trial Examiner, in order to be urged before the Commission. All other motions, including motions to 


dismiss, in any proceeding before a Trial Examiner shall be reserved and shall be ruled upon by the 
Commission.” 
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Trial Examiner’s report, exceptions thereto, and the respective briefs submitted. 
The Commission may adopt the findings of fact in the report of the Trial Examiner 
in the absence of exceptions that are sustained or of ascertained error, or the 
Commission may embody in a written opinion its own findings of fact in respect of 
deficiencies in the registration statement. 

The nature and function of the Trial Examiner’s report containing findings of 
fact and its procedural significance deserves more detailed treatment than is possible 
here. The report is an aid to the Commission in making its findings, advisory but 
not binding.‘ Fundamentally, the Trial Examiner is an officer essential to a 
practicable administration of the statute and his report an expedient of the Com- 
mission in the collection and correlation of evidence which the Commission itself 
must consider and act upon.?® 


“The Commission has on several occasions stated the effect of the Trial Examiner’s report. See, e.g., 
In the Matter of Continental Distillers and Importers Corp., 1 S. E. C. 54, 56 (1935), wherein it is pointed 
out that the report of the Trial Examiner is not binding upon the Commission. Also see Arrow-Hart & 
Hegeman Electric Co. v. Federal Trade Comm’n, 63 F. (2d) 108 (1933). This case involved a motion 
by the Federal Trade Commission for an order striking from the petition the paragraphs thereof consisting 
of reference to and quotations from the Trial Examiner’s report and a motion by petitioner for the 
inclusion of the Trial Examiner’s report in the record certified to the court. The motion of the respondent 
was granted, and the motion of the petitioner denied, the court saying, at p. 109: 

“Such report seems to be prescribed by the rules of practice adopted by the Commission under the 
general statutory power. Federal Trade Commission Act, 38 Stat. 721, §6(g), 15 USCA §46(g). 
These reports are for the assistance of the Commission, and are kept in the files of the Commission for 
reference. The review and the findings thereon, the statute provides, are for the Commission and not the 
trial examiners. The reports of the trial examiners are not binding upon one charged with violation of 
the act. Indeed, the act does not require the Commission to employ examiners to proceed with hearings 
or to make reports; it authorizes the Commission to employ examiners among other officers. 38 Stat. 
718, §2, 15 USCA §42. The statute authorizes such examiners to administer oaths and affirmations, 
examine witnesses, and receive evidence. 38 Stat. 722, §9, 15 USCA §49 (and notes) p. 283. This is 
not exclusive authority, but discretionary. We assume that the examiner’s reports are used as of some 
assistance to the Commission, but the result or conclusions of the Commission, we must assume, are 
found in the findings adopted by it.” 

* An interesting case in this connection is Morgan v. U. S., decided May 25, 1936, in the United 
States Supreme Court, 298 U. S. 468. The case arose under the Packers and Stockyards Act, 42 Stat. 
159 (1921), 7 U. S. C. §§181-229. A proceeding was instituted by an order of the Secretary of Agri- 
culture directing an inquiry into the reasonableness of existing rates charged by market agencies for buying 
and selling live stock at the Kansas City Stockyards. On appeal from a judgment of the District Court 
sustaining the order of the Secretary of Agriculture prescribing maximum charges for selling live stock 
plaintiffs contended, inter alia, that they had not been accorded the hearing which the statute required 
and alleged as to the failure to give a proper hearing that at the conclusion of the taking of the testimony 
before an Examiner, a request was made that the Examiner prepare a tentative report, which should be 
subject to oral arguments and exceptions, so that a hearing might be had before the Secretary without 
undue inconvenience to him, but that the request was denied and no tentative report was exhibited to 
plaintiffs and no oral argument upon the issues presented by the order of inquiry and the evidence was 
at any time had before the Secretary. . . . That the Secretary at the time he signed the order in question 
had not personally heard or read any of the evidence present at any hearing in connection with the 
proceeding and had not heard or considered oral arguments relating thereto or briefs submitted on behalf 
of the plaintiffs, but that the sole information of the Secretary with respect to the proceeding was derived 
from consultation with employees in the Department of Agriculture out of the presence of the plaintiffs 
or any of their representatives. On motion of the Government, the District Court struck out all the 
allegations of the bill of complaint summarized above and the plaintiffs were thus denied opportunity to 
require an answer to these allegations or to prove the facts alleged. The court stated that while it would 
have been good practice to have the Examiner prepare and submit a report to the Secretary and the 
parties and to permit exceptions and arguments addressed to the points thus presented; that that particular 
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It will be noted that administrative control of registration procedure to assure 
that securities shall not be offered unless fair disclosure of the material facts is made 
is provided for only by way of summary process through formal proceedings. The 
Act provides no informal method of bringing about correction or neo een 
of the contents of a registration statement. Many registration statements are de- 
fective as filed. A literal application of the procedure outlined in Section 8 would 
result in the issuance of either a stop or refusal order against many such statements. 
It is apparent that such an administration of a new and technical statute, largely 
unwelcome to those whom its administration would most directly affect, would 
create an impossible situation resulting in a destruction of many of the most useful 
purposes of the Act. Thus early in the history of the Act’® an informal administra- 
tive device was evolved which has developed into the necessary supplement to the 
express provisions of Section 8. This device has come to be known as a letter of 
deficiency. The evolution of the letter of deficiency strikingly illustrates the fluidity 
and adaptibility of the administrative process. The theory of a letter of deficiency 
is that a registrant will voluntarily make corrections of, or additions to, the registra- 
tion statement if the corps of experts on the Commission’s staff cite the particulars 
in which it appears on its face to be inaccurate or misleading. The statement of 
deficiencies contained in the letter is neutral. The Commission does not say that 
the registrant’s claims or representations are untrue or demand a particular manner 
of presentation; it merely says that judging by the information contained in the 











type of procedure was not essential to the validity of the hearing. The court also cautioned against 
confusing the fundamental question with one of mere delegation of authority, saying that if the Secretary 
had assigned to the Assistant Secretary the duty of holding the hearing and the Assistant Secretary accord- 
ingly had received the evidence taken by the Examiner, had heard the argument thereon, and had then 
found the essential facts and made the order upon his findings, there would then have been simply the 
question of delegation. But the court went on to point out that while the Assistant Secretary heard the 
argument he did not make the decision and the Secretary who, according to the allegation, had neither 
heard nor read the evidence or argument undertook to make the findings. The Assistant Secretary, who 
had heard, had assumed no responsibility for the findings or order and the Secretary, who had not 
heard, did assume that responsibility. The opinion teaches that the officer who makes the findings must 
address himself to the evidence and upon that evidence conscientiously reach the conclusions which he 
deems it to justify. The meaning of the opinion becomes clear from the quotation of a paragraph: 

“This necessary rule does not preclude practicable administrative procedure in obtaining the aid of 
assistants in the department. Assistants may prosecute inquiries. Evidence may be taken by an examiner. 
Evidence thus taken may be sifted and analyzed by competent subordinates. Argument may be oral or 
written. The requirements are not technical. But there must be a hearing in a substantial sense. And 
to give the substance of a hearing, which is for the purpose of making determinations upon evidence, the 
officer who makes the determinations must consider and appraise the evidence which justifies them. That 
duty undoubtedly may be an onerous one, but the performance of it in a substantial manner is inseparable 
from the exercise of the important authority conferred.” 

* The letter of deficiency represents a.service function of the Commission which operates to make 
registrants aware of unfulfilled requirements of the Act and the general rules and regulations and pro- 
vides a fluid medium through which standards of disclosure may be accommodated to a constantly de- 
veloping subject matter. The letter of deficiency had been adopted as a general procedure within three 
months of the passage of the Act. It evolved from the practice immediately established of passing on to a 
registrant a “memorandum of errors” prepared by a member of the staff for the Chief of the Securities 
Division of the Federal Trade Commission. The “memorandum of errors” is now styled “memorandum 
of deficiency” and constitutes the foundation for the letter of deficiency. 
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statements in the registration statement and the great body of relevant information 
available to the Commission’s staff, it appears that certain statements in the regis- 
tration statement are inaccurate or misleading and that certain information required 
by the Act and the rules and regulations to be in the statement has been omitted. 

The basis of selection of the particular mode of procedure in connection with 
palpably inaccurate registration statements is difficult to state precisely. It may be | 
said in general that statements which evidence fraud, willful falsehood or inadequate | 
disclosure of reckless disregard of investors’ rights will be handled through proceed- | 
ings under Section 8,/"Those statements which show evidence of sincere and honest } 
preparation, even though deficient, are handled through a letter of deficiency. 

The importance of registration in the scheme of regulation provided in the Act 
makes it desirable to consider briefly how registration is accomplished and the 
technique employed in examination of registration statements. The Act sets forth 
in broad outline the information which is required to be furnished in any registra- 
tion statement.!7 The Commission has authority’® to prescribe the form or forms 
in which the required information shall be given, including the power to prescribe 
methods to be followed in accounting and appraisal matters, and to make rules 
defining accounting, technical and trade terms. The Commission to date has 
adopted ten forms. Form A-1 is a general form for registration of all securities for 
which no other form is specifically prescribed. Form A-2 is used for registration of 
securities (except such securities as to which a special form is specifically provided), 
by any corporation which files profit and loss statements for three years and has 
either made annually available to its security holders for at least ten years financial 
reports including at least a balance sheet and a profit and loss or income statement 
or had a net income for any two fiscal years of the five fiscal years preceding the 
date of the latest balance sheet filed with the registration statement. Form C-r1 is 
used for registration of securities of unincorporated investment trusts of the fixed or 
restricted management type having a depositor or sponsor, but not having a Board of 
Directors or persons performing similar functions. Form C-2 is used for registration 
of certificates of interest in securities of a single class of a single issuer, subject to 
certain conditions. Form D-1 is used in registering certificates of deposit in anticipa- 
tion of or in connection with a plan of reorganization or readjustment. If certificates 
of deposit are issued in connection with a plan of reorganization or readjustment, 
which involves the issue of new securities to the holders of certificates of deposit, 
and the issuer of certificates of deposit is the original issuer of the securities called 
for deposit, Form D-1A is used. Subject to the rules defining the term “reorganiza- 
tion” and certain special rules governing the use of Form A-2, Form E-r is used for 
registration of any securities, sold or modified in the course of a reorganization, 
except in cases in which either Form F-1, D-1, D-1A or C-1 is prescribed. Form F-1 
is used to register voting trust certificates issued in the course of reorganization or 
otherwise. Form G-r is used to register fractional undivided producing oil and gas 
™ Securities Act, Scheds. A, B. ® Id. §19. 
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royalty interests. Form G-2 is used to register fractional undivided non-producing 
oil and gas royalty interests. 
Immediately after the statement is filed and entered in the docket it is routed to 
one of the examining groups in the Registration Division, the statements being 
assigned in rotation without regard to type of security involved or the nature of the 
transaction in which the securities are being offered. The Registration Division is 
supervised by a Director, and under his supervision, in connection with duties under 
the Securities Act, are three Assistant Directors and five Analysts, the Analysts being 
in immediate charge of the various groups. One Assistant Director is charged with 
the responsibility of supervising all general interpretative questions arising under 
the general rules and regulations governing registration, questions as to the proper 
form and the requirements of individual items in particular circumstances and 
proceedings under Section 8. The remaining two Assistant Directors supervise, in 
accordance with the assignment of registration statements, the work of the Analysts 
and the group members in the examination of, and preparation of letters of deficiency 
on, registration statements. Registration statements are given a file number for 
purposes of identification, the even-numbered statements being under the supervision 
of one Assistant Director, the odd-numbered statements under the supervision of 
the other. 
Each examining group is composed of an analyst, who is in charge of the group, 
an attorney, an accountant and four or five examiners. In addition to the examining 
groups, there is in the Registration Division a group of experts including oil 
engineers, mining engineers, geologists, valuation experts and industrial engineers, 
from which the groups obtain advice and counsel with respect to technical problems 
arising in the course of examination of the statement. All the technical experts, 
except oil experts, are under the direction and supervision of the Principal Engineer. 
The oil experts are grouped in a unit known as the Oil and Gas Unit. This group 
examines prospectuses and oil offering sheets filed under the provisions of Regulation 
B of the General Rules and Regulations, and is available for consultation with other 
members of the staff of the Registration Division in connection with any technical 
problem arising in the course of an examination of a registration statement involving 
oil organizations. 
A The registration statement is assigned to an analyst who in turn delivers a copy to 

an examiner, the accountant and the attorney of the group. The examiner deter- 
mines whether the statement is filed on the proper form and whether the informa- 
tion required to be in the statement has been furnished in the form prescribed by 
the General Rules and Regulations and the instructions with respect to particular 
items of the form. The examiner also applies a test of intelligibility and clarity of 
presentation of the material in the registration statement and prospectus. € rules 
and regulations permit the omission from the prospectus of information contained in 
answer to certain items of the registration statement, the issuer being free, subject to 








a 
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the requirement of intelligibility and clarity, to select any order or arrangement for 
the information required to be in the prospectus. 

Upon the basis of his examination, the examiner prepares a memorandum desig- 
nated eee This report includes a brief 
history of the issuer, a statement of the capital structure as at the date of filing, a 
statement of the securities proposed to be offered and an identification of their 
source, a description of the method of offering, the price at which the securities 
registered are to be offered and details of the underwriting data, a statement of any 
of the securities to be offered at prices below the offering price to the public, a 
summary of any options to persons other than underwriters or dealers, the names 
and addresses of officers and directors and underwriters, a statement of any 
affiliation between the issuer and the underwriter, a statement of listing and 
trading data, a summary of denials by any state regulatory body prohibiting the 
sale of issuer’s securities and, finally, a memorandum of the material questions raised 
and the deficiencies noted in the registration statement as filed. This initial report 
and the memorandum of deficiencies are reviewed by both the accountant and the 
attorney, with the object of ascertaining the effect and influence of the deficiencies 
cited upon the accuracy and completeness of the financial statements contained in 
the registration statemen and upon the legality of the issue. When the preliminary 
review of the accountant and attorney is completed, the examiner, the accountant 
and attorney meet with the analyst and discuss each deficiency from the standpoint 
of compliance with the express requirements of the Act, the Rules and Regulations 
and the particular form upon which the securities are registered and likewise from 
che standpoint of intelligible and clear presentation of the information. As a result 
of this conference, some deficiencies cited by the examiner may be eliminated from 
further consideration, while others not theretofore considered, may be raised. Upon 
the basis of the discussion at this conference, unless proceedings under Section 8 
are directed by the Commission, a letter of deficiency is drafted, which represents 
the group opinion as to material deficiencies in the registration statement under 
consideration. This letter of deficiency then goes forward to the Assistant Director, 
who reviews the registration statement and the letter with the analyst, attorney, ac- 
countant and sometimes the examiner, to determine whether deficiencies have been 
properly cited and whether other matters should be cited as deficiencies. Two mem- 
bers of the Registration Division, the largest part of whose work is the reading and 
studying of prospectuses without previous access to the registration statement and 
various exhibits filed therewith, assist the Assistant Directors. The theory is that 
as persons to whom the securities are offered for sale will not ordinarily be familiar 
with the entire contents of the registration statement, but must rely solely on the 
prospectus, a check of this kind is usually desirable and effective. 

Unless a particularly difficult or complex technical or legal problem or matter 
of policy in the way of procedure is involved in the review of the letter of deficiency, 
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the letter will be sent to the registrant or its agent. In the instances in which un- 
usual questions or matters of policy are raised, the Assistant Director will consult 
with the Director of the Division, who either disposes of the problem on his own 
responsibility or seeks a ruling from the Commission as to the proper method of 
treatment to be accorded to the particular case. 

The registrant, on the basis of the deficiency letter, prepares amendments supply- 
ing the information required, but omitted from the statement as originally filed, or 
clarifying the matters considered defective. Upon the filing of the amendments, 
the examination routine is repeated. If deficiencies remain in the registration state- 
ment, they are cited in an additional letter to the registrant and further amendments 
are filed. The statement becomes effective upon lapse of twenty days from the date 
of filing or twenty days from the date of the last amendment, unless such amend- 
ment be filed with the consent of the Commission, in which event the amendment 
is deemed to have been filed with the statement which thereupon becomes effective, 
as amended, twenty days from the original filing date. 

Any discussion of the registration procedure is incomplete without a statement 
covering the right of the registrant to withdraw its registration statement. The 
statute is silent on the proposition of withdrawal and the extent or limit of this right 
is determinable only by reference to the general law in analogous situations. The 
right of a registrant to withdraw a registration statement was discussed by the 
United States Supreme Court in the case of J. Edward Jones v. The Securities and 
Exchange Commission.’® On May 4, 1935, J. Edward Jones filed a registration state- 
ment on Form C-1 covering an offering of participation trust certificates. The state- 
ment under the terms of the Act was to become effective twenty days later. On 
the nineteenth day, however, the Commission, having already directed that stop 
order proceedings be instituted pursuant to Section 8(d), sent registrant telegraphic 
notice of a hearing in stop order proceedings to be held June 6, 1935. The hearing 
was subsequently postponed until June 18, 1935. Upon the latter date the registrant 
in a written communication to the Commission petitioned for withdrawal of its 
registration statement. The Commission denied this request and the question 
eventually came before the Supreme Court of the United States for decision. The 

)Court held that the registrant under the circumstances of this case had an unqualified 
right, not subject to administrative discretion, to withdraw its registration statement. 

The question of the registrant’s right of withdrawal was referred to the general 
rule at common law and equity governing the right of a plaintiff to take a non-suit 
or obtain dismissal of pending proceedings. Until the registrant had acquired that 
for which he had instituted the proceeding, namely, a license or permit (7. ¢., effective 
registration statement) to use the mails and means and instrumentalities of interstate 
commerce for distribution of securities, the proceeding was deemed by the court to 
be pending and so long as it was still pending his right to dismiss, 7. ¢., withdraw the 
registration statement, was comparable to the right of a plaintiff at law to dismiss 

® 298 U. S. 1 (1936). 
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pending proceedings. While the analogy is not pursued further by the court, nor 
was it necessary for the decision in that case, it would seem that if the filing of a 
registration statement is analogous to the filing of a bill in equity or a declaration 
in an action at law, the effective date, i.¢., acquisition of a permit or a license, would 
likewise be analogous to the return of a verdict at law or decree in equity. Con- 


sequently, it would seem logically to follow that had Jones’ registration statement | 


become effective his right of withdrawal, if measurable by a plaintiff’s right to dis- 
miss pending proceedings, would have disappeared. The court, however, by likening 
the effect of the telegram giving notice of the proceedings under Section 8(d) to the 
effect of notice of institution of proceedings to obtain a restraining order in equity, 
concluded that notwithstanding the provisions of Section 8 the statement had not 
become effective. 

The Commission has had occasion since the Jones opinion was rendered to rule 
upon a motion by a registrant for withdrawal of its registration statement.*° In 
that case, the statement had been effective for over two and one-half years and 
securities had been offered for sale and sold before the motion for withdrawal was 
made. Proceedings under Section 8(d) had been instituted and the hearing was in 
progress when the motion for withdrawal of the registration statement was made. 
The motion was denied, the Commission stating in its written opinion: 


“Rule 960 of the General Rules and Regulations under the Securities Act of 1933, 
which must govern our action upon this petition, provides as follows: 


‘Any registration statement or any amendment thereto may be withdrawn upon the 
application of the registrant if the Commission, finding such withdrawal consistent 
with the public interest and the protection of investors, consents thereto. The applica- 
tion for such consent shall be signed by the registrant, and shall state fully the grounds 
upon which made. The fee paid upon the filing of the registration statement will 
not be returned to the registrant. The papers comprising the registration statement or 
amendment thereto shall not be removed from the files of the Commission but shall 
be plainly marked with the date of the giving of such consent, and in the following 
manner: “Withdrawn upon the request of the Registrant, the Commission consenting 
thereto”.’ 


“(1) The effect of the rule contained in Release No. 47, which at that time embodied 
the substance of the present Rule 960, was considered by the Supreme Court in Jones v. 
Securities and Exchange Commission, 298 U. S. [1], 80 L. Ed. 655 (April 6, 1936). In 
that case, on the day preceding the date upon which the statement would otherwise have 
become effective by lapse of the twenty-day period specified in Section 8 (a), the Commis- 
sion had notified the registrant of a stop order hearing. The sending of this notice prior 
to the effective date, according to the Court’s opinion, prevented the statement from becom- 
ing ‘effective’ as that term is used in the Act. The Court then held, largely on the basis of 
the non-effective status of that statement, that Jones had an absolute right, not subject to 
administrative discretion, to withdraw his registration statement. In so holding, the Court 
applied as an analogy the general rule at common law and equity that, unless there exists 
a rule of Court to the contrary, a plaintiff may, prior to decree or verdict, dismiss his bill 

In the matter of the registration statement of National Boston Montana Mines Corporation, File No. 
2-108, S.E.C. Release No. 970 (SA), Aug. 10, 1936. : 
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in equity or complaint at law as of right ‘unless the dismissal would legally prejudice the 
defendants in some other way than by future litigation of the same kind.’ Although the 
Court did not pass on the validity of the rule of this Commission governing withdrawals, 
it construed our rule not to be a restriction of the general common law or equity principles 
under which a plaintiff may dismiss his case without prejudice. As we read it, however, 
the opinion of the Court contains the clear implication that, had the registration statement 
there in question been effective, or had securities been sold to the public thereunder, no 
such unqualified right of withdrawal would have existed. At page [22] (80 L. Ed. p. 663) 
the Court concludes this phase of its opinion with these words: 





‘In this proceeding, there being no adversary parties, the filing of the registration 
statement is in effect an ex parte application for a license to use the mails and the 
facilities of interstate commerce for the purposes recognized by the Act. We are unable 
to see how any right of the general public can be affected by the withdrawal of such 
an application before it has gone into effect. Petitioner emphatically says that no steps 
had been taken looking to the issue of the securities; and this is not denied. So far 
as the record shows, there were no investors, existing or potential, to be affected. The 
conclusion seems inevitable that an abandonment of the application was of no concern 
to anyone except the registrant. The possibility of any other interest in the matter is so 
shadowy, indefinite, and equivocal that it must be put out of consideration as altogether 
unreal. Under these circumstances, the right of the registrant to withdraw his applica- 
tion would seem to be as absolute as the right of any person to withdraw an ungranted 
application for any other form of privilege in respect of which he is at the time alone 
concerned.’ 


“The difference between the circumstances of the Jones case and those of the present 
case seem obvious. The registrant in this case is not attempting to withdraw an ‘un- 
granted application’. The ‘application’ has, so to speak, been ‘granted’. The registration 
statement became effective more than two years before the attempted withdrawal. The 
privilege which registrant sought when it filed its registration statement has been acquired 
and utilized. Thus, using the analogy to court proceedings which the Supreme Court 
employed in the Jones case, the present case stands as if a verdict or decree had been 
entered upon the registrant’s ‘application’ for the right to sell securities in and by means 
of instrumentalities of interstate commerce. The right of a plaintiff at law or in equity to 
withdraw his suit, is, of course, lost upon return of verdict or entry of decree. Similarly, 
the right of a registrant to withdraw, as established in the Jones case, ceases upon effective- 
ness of his registration statement, at least when, as in this case, the effectiveness of the 
registration statement is coupled with sales of securities thereunder.” 


In addition to the summary proceedings by way of stop order or refusal order 
under Section 8, the Act contains other sanctions designed to bring about a com- 
pliance with its requirements. The Commission is authorized** to bring an action 
/ in any district court of the United States, United States Court of any territory, or 
the Supreme Court of the District of Columbia to enjoin any person engaged or 
about to engage in any acts or practices which constitute or will constitute a viola- 
tion of the provisions of the Act, or of any rule or regulation prescribed under 
authority thereof. 

Section 17 (a) of the Act expresses a prohibition against any act which will con- 


™ Securities Act, §20. 
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stitute fraud. The only departure from the common law in this section is the } 
provision rendering unlawful the obtaining of money by misleading omissions. The ! 
criminal penalties apply only when there has been a willful misstatement or omission 
or a willful disregard of the direct commands or express prohibitions of the Act 
or the regulations adopted thereunder.?? 

( Civil remedies are provided in Sections 11 and 12 of the Act. The liabilities 
under Section 11 are based upon untrue material statements and misleading material 
omissions in a registration statement. The liabilities set up by Section 12 arise 
from matters other than those in the registration statement. If a registration state- 
ment contains untrue material information or omits material information required 
to be included or material information without which that given is misleading, a 
right of action is accorded all purchasers of the securities. The remedy is against 
the issuer, the underwriter, all directors and all signers of the registration statement. 
In addition, a right of action is granted against every expert, who has, with his con- 
sent, been named as having prepared the part of the registration statement with 
respect to which part a material untruth or omission is claimed. The liability as to 
these persons is joint and several with a right of contribution among themselves. 
Section 11(f), however, denies the right of contribution to a fraudulent party against 
an innocent party. 

The liability for making false or misleading statements in a registration state- 
ment is not absolute except as to the issuer of the securities. All other persons a 
avoid liability by establishing that after reasonable investigation they had reasonable’ 
grounds to believe and did believe that the information contained in the statements 
in the registration statement were accurate and complete. In determining what 
constitutes reasonable investigation and reasonable ground for belief, the standard of 
reasonableness is that required of a prudent man in the management of his own 
property.*® As to those made upon the authority of an expert, the same standard 
must be observed in selecting and placing reliance upon such expert. 

Section 12(1) creates a right of action in favor of the immediate purchaser against 
the person who sells the security in violation of Section 5, the latter section pro- 
hibiting the sale of securities unless a registration statement is in effect as to such 
securities and prospectus meeting the requirements of the Act** is delivered to the 
purchaser prior to or at the time the sale or delivery of the security is made.”® 
Section 12(2) creates a right of action in favor of the immediate purchaser of a 

security against any person who sells him a security on the basis of a prospectus or 
oral communication which includes an untrue statement of a material fact or omits 
to state material facts necessary to make the statements, in the light of the circum- 
stances under which they are made, not misleading. The seller may successfully 
defend any such action if he sustains the burden of proof that he did not know, and 


2 Td. §24. % Td. §11(b) (3). % Td. §§2(10), 10. 
* Securities issued in exempt transactions or securities exempt under the Act or by rule of the Com- 
mission pursuant to Section 3(b) are not subject to the provisions of Section 5. 
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in the exercise of reasonable care could not have known, of such untruth or omission. 
This provision applies to any statements made in the course of a given sale whether 
or not the securities involved are included in a registration statement, and likewise 
applies to representations concerning securities not required to be registered. The 
remedy, however, is granted only to the person to whom the security was sold 
against the person making the sale. 

The measure of damages under Section 11 is the difference between the purchase 
price of the security and the value thereof at the time suit is brought except to the 
extent that the defendant can prove that all or a portion of such depreciation in 
value was caused by factors other than the material untruth or omission with respect 
to which his liability is asserted, or the difference between the purchase price and the 
price at which the buyer, either before suit or after suit, if before judgment, may 
subsequently have disposed of the security, and, at all events, not to exceed the 
offering price to the public. The measure of damages under Section 12 is the 
amount of consideration paid for the security or damages if the buyer has disposed 
of such security. 

Section 19(b) of the Act empowers the Commission, for the purpose of all in- 
vestigations which, in the opinion of the Commission, are necessary and proper for 
the enforcement of the Act, to administer oaths and affirmations, subpoena witnesses, 
take evidence and require the production of any books, papers or other documents 
which the Commission deems relevant or material to the inquiry. It will be noted 
that broad powers of investigation and inquiry are granted by this latter section. 
The Commission has exercised its powers under this section in investigations of 
possible violations of the provisions of Sections 5 and 17. 

The foregoing briefly describes the Commission’s organization and operation 
under the Securities Act and the remedies afforded purchasers of securities sold con- 
trary to its requirements. No consideration has been given either to the problems 
which the Act is designed to solve, or the magnitude of the administrative task 
which confronts the Commission in their solution. It may be safely stated, however, 
that steady progress has been made toward eliminating evils which brought about 
passage of this legislation through the preparation and adoption of more adequate 
forms for registration and the development of increasingly effective examination 





procedures. 














REGISTRATION UNDER THE SECURITIES 
ACT OF 1933 


R. W. Gotpscumipt* 


I 


Since July 1933, no new issue of securities in excess of $100,000 of a domestic cor- 
poration (other than a common carrier or a commercial bank) or of a foreign cor- 
poration or government with few exceptions to be mentioned presently, can lawfully 
be offered or sold in interstate commerce unless effectively registered under the 
Securities Act of 1933. Effective registration, which is controlled by the Securities’ 
Act and the rules and regulations of the Securities and Exchange Commission there- 
under, includes the filing of a registration statement requiring detailed information 
about the issue to be registered and summary information about the issuer. On the 
basis of these registration statements, statistics of new issues effectively registered 
have been compiled from July 1933 to July 1934 by the Federal Trade Commission, 
and since August 1934 by the Research Division of the Securities and Exchange 
Commission. The statistics usually are released during the latter half of each month 
to cover registrations which have become effective during the preceding month. 


The statistics of registrations contain so much more material on new issues than 
has been hitherto available to those compiling statistics of issues that they are bound 
to become the major source of information in this field. Their general use, however, 
has been hampered by two factors which to a large extent are inherent in their 
nature as by-products of administrative procedure. First, certain types of new issues, 
detailed in Section II are not included. Second, the statistics are based exclusively 
on the registration statements which are documents giving registrants the right to 
offer and sell the securities covered thereby. The registration statements, of course, 
do not contain information about actual sales of registered securities, which can 
take place only after the statement has become effective. The figures tabulated by 
the Securities and Exchange Commission, therefore, represent compilations of regis- 
tered intentions to sell securities rather than statistics of actual sales of securities. 
This problem will be discussed in Section III. 

* Ph.D. 1927; Research Fellow, Brookings Institution, 1930-1931; Senior Financial Economist, Securi- 
ties and Exchange Commission. The author acknowledges indebtedness to Mr. Nathan Sameth, Miss 


Elaine S. Hosp and Mr. Ernest A. Grant, of the staff of the Research Division of the Securities and Ex- 
change Commission, who prepared the statistical analysis of registered issues on which this article is based. 
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Sections 3 and 4 of the Securities Act of 1933 define in detail which categories of 
securities and which types of offerings are exempt from registration. The chief 
categories of new issues thus exempt are securities issued or guaranteed by the United 
States Government or by any political subdivision within the United States, securi- 
ties issued by a.zeligious, educational or charitable non-profit organization, securities 
issued by a common ‘carrier or by a commercial bank, securities issued with the 
approval of the court in certain exchanges or reorganizations, securities sold only 
within the state where the issuer is incorporated, issues with an aggregate value of 
less than $100,000 and issues not involving any public offering. 

It would thus seem that securities registered under the Securities Act of 1933 
represent only a rather limited part of the total new issues. However, sufficient in- 
formation is available to the Commission with regard to most types of exempt issues 
to enable it to follow the trends in the field of exempt issues and to evaluate the 
influence of the different types of exempt issues on the capital market, and on the 
markets for registered securities. Important details relating to new issues by com- 
mon carriers have to be reported to the Interstate Commerce Commission, while 
the Securities and Exchange Commission has organized the collection of informa- 
tion on securities under $100,000 and on issues sold privately. Thus, of the categories 
of exempt corporate issues there are only two, viz., intrastate issues of domestic cor- 
porations and issues of bank stocks for which the Commission has to rely exclusively 
on the information available in newspapers and financial services. 

Of all categories of exempt corporate issues, securities not offered publicly, but 
sold privately to a small number of buyers (so-called private placings) have been 
the most important during the three years since the Securities Act was enacted. 
The Research Division of the Commission has been sending a short questionnaire 
to every company which is reported in the financial press to have placed an issue 
privately. From the replies to such questionnaires, it appears that in the three years 
ending September 30, 1936, a total of almost $800,000,000 of securities in about 110 
\ individual issues has been placed privately. This compares with about $7,250,000,000 
of securities in about 1,450 individual statements registered during the same period 
under the Securities Act of 1933. Approximately 25% of all private placings have 
been registered by the issuers under the Securities Act of 1933 either before or—as 
more often happens—after sale, thereby reducing the amount of unregistered private 
placings of which the Commission has knowledge to somewhat above $565,000,000 
in about go issues, or 8% of all.registered issues. Table I showing unregistered 
private placings when compared to securities registered under the Securities Act of 
1933 indicates that private placings attained their largest relative importance in the 
second half of 1934 and in the first half of 1935 when they were equivalent to 29% 
and 27%, respectively, of securities registered Approximately 50% of all private 

















Taste I. 


REcIsTRATION UNDER THE Securities Act OF 1933 


PrivaTE Piacines or Corporate Securitizs! (Exciupine Ratzs) 


January, 1934-September, 1936 
(In Thousands of Dollars) 
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* Registered private placings excluded. 


placings have been issued by electric utilities, oil companies ranking second with 


about 15%. Practical 








a few debentures and preferred stocks were interspersed. On the average, a private 
issue was sold to about five buyers. Life insurance companies constituted_by far 
the most important class of buyers of private placings, taking approximately two- 
thirds of the issues for which detailed figures are available to the Commission. 


Under Commission Rule 202 issuers of securities in excess of $30,000, but not 
aggregating over $100,000, are required to file certain data with the Commission, 
although they need not furnish all of the material required for full registration. 
On the basis of these data, it appears that the total value of such securities offered 
for sale in interstate commerce has amounted to about $2,000,000 to $2,000,000 per 


~month during the current_year. It aggregated “about $13,400,000 during the year 





1934, $25,500,000 during the year 1935 and $23,600,000 during the first nine months 
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of 1936, or less than 1 per cent of fully registered issues. These figures refer to 
issuers’ intentions and it is most likely that actual sales of issues of this type have 
amounted only to a fraction of the totals filed with the Commission. No informa- 
tion is available on issues below $30,000, but the aggregate amount of such issues 


offered publicly is most probably negligible. 


Ill 

The totals of new securities effectively registered, which total more than $7,250,- 
000,0007 from the date the Securities Act became effective to September 30, 1936, 
overstate the amount of actual sales of such securities for two reasons: (1) certain 
securities are registered which are not intended for immediate cash sale by the 
issuer, and (2) not all registered securities intended for immediate cash sale are 
actually sold. 

Securities not intended for immediate cash sale are of considerable importance. 
During the two years from October 1, 1934 to September 30, 1936 registered securi- 
ties not intended for immediate cash sale for account of the issuers totaled approx- 
imately $1,040,000,000 out of a grand total of effective registrations of new securities 
of about $6,350,000,000, or approximately 16.4%. The total of securities not intended 
for immediate cash sale is made up of three chief classes. 

eee ly Ae Seek ena te These registrations 
are for securities already outstanding, but not held by the issuer, which may or may 
not be intended for immediate cash sale by the owners. Registrations of this type 
totaled about $290,000,000, or less than 5% of total registrations of new securities 
during the period from October 1, 1934 to September 30, 1936. 

t(2)Securities reserved for conversion, the exercise of options and for other sub- 
sequent issuance. The securities reserved for conversion—about $350,000,000—rep- 
resent duplications of other securities being registered at the same time which 
they will supersede on the exercise of the conversion privileges. During the period 
from October 1, 1934 to September 30, 1936, slightly above $500,000,000 of securities, 
or almost 8° of total registrations, were for securities reserved for conversion, options 
or other subsequent issuance. 

(3) Securité ed by issuers for other assets, amounting to over 
$250,000,000, or 4% of all registrations of new securities during the two years ending 
September 30, 1936. More than nine-tenths of securities in this group consisted of 
securities to be exchanged for other securities either of the issuer or of others. 

Details about the various types of securities registered but not intended for im- 
mediate cash sale by the issuer may be found in Table IV. It has not been possible 


* This figure excludes about $39,000,000 of securities in 47 statements which have been registered but 
which have been withdrawn (33 statements) or otherwise deprived of effectiveness (14 statements) after 
the date of their original effective registration up to September 30, 1936. Total filings for new securities 
up to September 30, 1936 amounted to about $8,200,000,000 in 1986 statements. These figures include in 
addition to issues effectively registered as at September 30, 1936, all issues (whether previously effective or 
not) withdrawn (269 statements for about $300,000,000) or deprived of effectiveness and (117 statements 
for about $560,000,000) under examination at that date. 
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to segregate the securities not intended for immediate cash sale from securities to be 
offered for cash in certain tabulations (for instance, those on the type and the 
industry of registered securities given in Tables II and III). However, securities not 
intended for immediate cash sale do not enter into the tabulations of estimated net 
proceeds given in Table V which, therefore, represent the amount of cash which 
registrants intended to raise through the sale of registered securities. 

When a registered issue is fully and unconditionally underwritten, it can always 
be assumed that the issuer receives the full amount of the expected net proceeds 
and that the securities are sold for cash in their entirety to investors even if dis- 
tribution may take some time and the underwriters may have to make concessions 
from the price originally contemplated. The only exception, the failure of the 
underwriting banking house to live up to its commitments, is so rare as to be 
negligible. For issues underwritten the registration statistics may be assumed to 
indicate correctly the actual amount of sales and the actual net proceeds to the issuer. 
It is, therefore, important to know that securities underwritten have constituted the 
great majority of total securities registered since the spring of 1935. For the first 
nine months of 1936, for instance, 76% of all registered securities were underwritten. 
The proportion of securities underwritten during the first half of 1936 came very 
near to 100% for utility companies, 90% for transportation and communication 
companies, and about 70% for industrial corporations. However, it fell to about 8% 
for financial companies and to only 2% for mining companies. Before the spring 
of 1935, on the other hand, a large part of the total securities registered was not under- 
written, but was intended to be distributed by the issuers directly or through agents. 

In order to obtain at least a reasonable approximation to the actual volume of 
sales of registered securities not underwritten, the Research Division early in 1936 
began to send out to registrants, other than seasoned companies, short question- 
naires requesting information about actual sales of issues not sold to underwriters. 
The results of the replies received up to date which generally cover sales up to 
December 31, 1935 of securities registered before June 30, 1935 are rather remarkable. 
Of all registered securities not underwritten other than issues of investment com- 
panies, considerably less than 20% was actually sold. For investment companies, 
which represent the majority of all registered securities not underwritten, the pro- 
portion is about 25%, although the determination of the exact ratio between securi- 
ties registered and securities sold is particularly difficult here because of the existence 
of authorized but unsold blocks of securities in July 1933 which could be sold 
through continuous offering without registration after the effective date of the - 
Securities Act; if these blocks could be excluded, the proportion of sales to registra- 
tions would be considerably lower. 

On the basis of the material collected through these follow-up questionnaires, it 
may be estimated very roughly that out of total registrations of new securities up 

% September 30, 1936 of about $7,250,000,000—a figure which excludes securities 
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registered which were later withdrawn or deprived of effectiveness—certainly more 
than $1,000,000,000 and possibly as much as $1,300,000,000 were not sold in addition 
to about $1,150,000,000 of registered securities not intended for immediate cash offer- 
[ ing. This leaves cash sales of registered securities of less than $5,000,000,000. Until 
registrants are requested to submit regularly a report on the progress of sales of 
registered securities the safest method for anybody analyzing the statistics of regis- 
tration is probably to take only the amounts underwritten (which are given in 


Table V of the Commis. 


thereto a fraction of the registered securities to be sold directly by issuers or through 


agents. 


Securities issued in 


exempt under Section 3(a)(7) and 3(a)(10) of the Securities Act—z.e., broadly 
speaking securities issued with the approval of a court or a governmental agency— 
have to be registered, and the Securities and Exchange Commission publishes 
monthly a few summary tables of such registrations. However, reorganization and 
exchange securities registered under the Securities Act constitute what is, from an 


economic point of view, 
type. This is, therefore, 


now constitute Tables VI and VII of the Commission’s monthly release. Total regis- 
trations of such reorganization or exchange securities have amounted to about 
$480,000,000 up to September 30, 1936, practically none of which represents new 
money raised by registrants. 


Within the limits discussed in detail in Sections II and III the statistics of effec- 
tively registered securities give a more detailed picture of the American new issue 
market than has been available hitherto. The chief results of these statistics have 
been summarized in Tables II-V. The first shows the total estimated gross proceeds 
of all effective registrations of new securities classified by the chief industries. The 
second presents a break-down of the same total by types of securities. Both Table II 
and Table III include securities not intended for immediate cash sale. Table IV 
details the securities not intended for immediate cash sale and thus reduces the total 


gross registrations of ne 


sale; it further shows the estimated costs of distribution of the securities registered 
ending with the estimated net cash proceeds to be raised by the issuers through the 
sale of registered securities. The distribution of the estimated net proceeds accord- 
ing to purposes is then shown in Table V. Tables II and III cover the entire period 
since the Securities Act became effective, 1.¢., the months of July 1933 to September 


1936; Tables IV and V s 


of the Securities and Exchange Commission rearranged and extended the com- 


pilations of the Federal 





sion’s monthly release on registration statistics) and to add 


IV 


reorganizations and in exchange transactions, except as 


only a more or less arbitrary selection of all issues of this 
hardly an occasion for an analysis of these statistics which 


V 


W securities to registered securities to be offered for cash 


tart only with September 1934 when the Research Division 


Trade Commission. The omission of the months from 
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July 1933 to August 1934 from Tables IV and V?, however, isnot a very serious 
matter because out of about $7,250,000,000 of securities registered up to September 
30, 1936, less than $1,000,000,000 were registered from July 27, 1933 to August 31, 
1934- 

VI 

A glance at any of the tables will show that there have been two sharply distinct 
periods in the registration of new securities under the Securities Act. During the 
first period which ran from July 1933 to February 1935 the volume of registrations 
was relatively small and investment companies and mining companies predominated 

mong the issuers. Registrations during this period amounted to about $1,100,- 
000,000 or not much over $50,000,000 per month and about $1,750,000 per statement. 
Moreover, it may be estimated that only the minority of the securities registered 
during that period has actually been sold,—probably not more than about $400,000,- 
000, a monthly average of hardly $20,000,000. Registrations during the second period 
beginning with March 1935 have totalled over $6,200,000,000 up to September 30, 
1936, a monthly average of over $320,000,000 and an average of over $7,100,000 per 
statement. The great majority of registrations during this period—exclusive, of 
course, of securities not registered for immediate cash sale—has actually been sold. 
Total cash sales during this period probably reach nearly $4,500,000,000 or an average 
of about $240,000,000 per month. 

While investment companies and mining companies predominated during the 
first period, electric utilities and manufacturing industries (particularly steel and 
oil) have accounted for the great majority of all registrations since the spring of 
1935. The predominance of utilities and manufacturing industries would be con- 
siderably more pronounced than indicated in Table II if the compilation could be 
made on the basis of actual sales rather than on the basis of registrations. The 
reason for the rather sharp change in the distribution of total registrations among 
the chief industries, of course, is the revival of the bond market which definitely 
started early in 1935 and has continued up to date, and which has centered hitherto 
on refunding issues. 

The same tendencies are reflected in the change of the type of securities registered 
as shown in Table III. Up to the spring of 1935 common stocks and certificates of par- 
ticipation (used instead of common stock in certain investment companies), for the 
most part not underwritten, contributed the great majority of all registered securities 
accounting for about 70% of the total for the first 20 months of registrations under the 
Securities Act. For about a year from the spring of 1935 fixed interest securities 
dominated the picture aggregating about 73% of all registrations from March 1935 
to February 1936. It is only during the last few months that preferred stocks and 
common stocks (most of which were underwritten) have been registered in con- 
siderable amounts by seasoned issuers, indicating the reaching of another step in the 


full reopening of the capital market. 
* Tables II-V will be found commencing on p. 28, infra. 
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From an economist’s point of view possibly the most interesting information and 
that where the statistics of registration represent the greatest advance over the data 
previously available, is provided by the statistics of the distribution of net proceeds 
summarized in Table V. During the first period through February 1935, almost 
67% of the total estimated net proceeds of registered new securities was intended 
for investment in securities, representing almost the totality of registrations by in- 

estment companies. About 15% of the total was intended to be used for repayment 
of indebtedness, 109% for working capital and only about 6% for the acquisition of 

lant and equipment. If it were possible to base the compilations on actual ex- 
penditures instead of registrants’ estimates, which are known not to have been 
realized in a great number of cases, the absolute and relative amount of funds raised 
by the sale of registered new issues used in the acquisition of investment securities 
and to a lesser degree of those used to increase working capital or to acquire addi- 
tional capital assets would undoubtedly be much smaller than that indicated in the 
statistics of registration with an equivalent increase of the proportion used for the 
repayment of indebtedness. During the second period beginning with March 1935 
and ending with September 1936 the repayment of indebtedness completely dom- 
inated the picture. According to the registration statements approximately 76% 
of total net proceeds from the sale of securities registered during that period were 
intended to be used for the repayment before or at maturity of bonds, notes, and 
other indebtedness or for the retirement of preferred stock. Investment in securities 
with about 11% of the total came next, followed by working capital with about 8%, 
and plant and equipment with about 4%. Here again the proportion of total net 
proceeds used for the repayment of indebtedness (including retirement of preferred 
stock) would be higher if the calculations could be based on actual expenditures; 
the ratio in that case probably would rise to about 90% of the total. 

There has been much discussion of the amount of money raised by new issues 
of securities during this recovery for the purpose of enlarging the productive equip- 
ment of the country. The statistics of registrations give only a partial answer to this 
question. They indicate that in the 39 months to September 30, 1936, during which 
the Securities Act of 1933 was in effect, registrants intended to use about $250,000,000 
out of the expected total net proceeds of registered new securities for the acquisition 
of plant, equipment and machinery, and that they further intended to use about 
$500,000,000 to increase their working capital. Very little is known about the actual 
amounts expended by registrants on plant or equipment and working capital. How- 
ever, it is likely that actual expenditures were considerably below intended expendi- 
tures. Even if intentions are discounted only to a small degree and if it is assumed 
that the majority of money raised for working capital finally finds its way into 
capital goods, the total amount of money actually raised by registered securities 
and used to provide additional capital goods can hardly have amounted to more 
than about $500,000,000, i.¢., not much over $10,000,000 per month. This is obviously 
an item of very small importance in relation to the total amount of money spent 
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each year in the United States on new durable goods. However, intended ex- 
penditures on plant and equipment and working capital have increased considerably 
in absolute amounts and in relation to total net proceeds of registered securities 
during recent months; they aggregated about $225,000,000, or 33% of the total, 
during the third quarter of 1936, compared with $230,000,000, or 19%, during the 
second quarter and $70,000,000 or 8% during the first quarter of the year. More- 
over, expenditures on plant and equipment are sometimes made out of current funds 
for which the registrant’s treasury is reimbursed, or out of short term credits which 
are repaid out of the proceeds of a later issue. Such expenditures are included in 
the statistics under repayment of indebtedness if not clearly segregated in the regis- 
tration statement with the result that expenditures on plant and equipment as shown 
in the statistics understate their actual amount. 


VII 
The change in the character of registered new issues which occurred in the 
spring of 1935 is finally reflected clearly in the development of the cost of distribu- 
tion which is made up, on the one hand, of the underwriting or agency commissions 
and, on the other, of technical expenses coincident with an issue such as legal and 
accounting fees, stamp taxes, transfer agent’s fees, etc. In the early months of the 
Securities Act, the average cost of distribution ran well over 10% of the estimated 
total gross proceeds of an issue. The actual ratio of costs of distribution to total 
receipts from sale of securities was still considerably higher than this, a reduction 
of the costs of issuance in step with the failure to sell the entire registered issue 
not being feasible in many cases. Average costs of distribution fell to about 4% 
when large refunding issues began to predominate and have continued around that 
level until early in 1936 when the increase of stock issues—which always entail a 
higher selling commission—forced this ratio slightly upward. The statistics show 
that approximately 80% of the total estimated expenses of issuance and distribution 
represent the cost of underwriters’ or agents’ commissions, leaving about 20% for all 
other expenses which include the costs of preparing the registration statement. In 
view of the numerous discussions of the additional cost of registration it may be of 
interest that various rather careful estimates made on the basis of registration state- 
ments filed with the Commission indicate that such additional costs are on the average 
below 14% of gross proceeds for issues above $1,000,000 and probably do not amount 
to even 4% at the present time. They are, of course, relatively heavier for small 
issues, but the same relationship between costs of issuance and size of issue obtained 
before the Securities Act became effective. Moreover, it is very likely that the 
publicity provisions of the Securities Act and the general influence of the work of 
the Commission have reduced the costs of underwriting and other forms of dis- 
tribution to a degree more than sufficient to offset completely any additional ex- 
penditures caused through registration. There is, therefore, no basis for the state- 
ment that the costs of registration have been a factor of importance in the relatively : 
tardy reopening of the capital market, which has characterized the present recovery. 
























Taste II. 


Commission CLASSIFIED BY INDUSTRIES 
(Estimated Gross Proceeds in Thousands of Dollars) 


New Securities ErrecTivELy REGISTERED WITH THE SECURITIES AND EXCHANGE 
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3,701 61 *402 106,654 22,002 158,605 10,561 362,925 
‘August. Spa ise shew 3,521 55,473 114,140 2,767 9,516 60,605 286,022 
September....... 2,958 116,052 56, *456 3,861 9998 755 260,080 
Monraty AVERAGE..... $ 5,564 {$139,913 |$ 69,899 |$ 22,384 |$ 125,504 |% 33,844 |% 397,108 










‘Includes securities of foreign governments and municipalities. 
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New Securities REGISTERED FOR AccounT OF IssUERS AND FuLty EFFECTIVE 
SEPTEMBER I, 1934-SEPTEMBER 30, 1936 
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Sept. | Oct. | Nov. | Dec. ji an. | Febr. | March} April | May 
1934 | 1934 | 1934 | 1934 935 | 1935 | 1935 | 1935 | 1935 

Gross proceeds of all effective securities..............000 36,004] 29,567| 34,547] 40,241] 11,044) 36,843/130,016]154, 597/140, 208 

Gross proceeds of effective securities not now intended to be 
offered for sale by issuers: 

Registered for “account of others”...............55 5,143) 10,231 

Reserved for conversion. ..........escccscecesecss 19,146) 7,370 
Reserved for subsequent issue against options and 

oo OR eae err 3} 1,294 

Reserved for other subsequent issuance..... ead. Ase saGeed, SOMO MLCesuatlissccasiessochel | Sissesspuleseonte 

To be issued against claims, etc.............. 66 20 

To be issued for tangible and intangible assets cod SA svcaaskl Seetesascesaloasaxuall ‘S00 Wasuwilecescee 

To be issued in exchange for other securities........ ey) VA ee 
TOTAL not now intended to be offered for sale 

po See eee eee 8,469} 2,510) 2,342) 3,446) 1,984 824) 5,435) 49,275! 18,915 
Gross proceeds of securities now intended to be offered for 

REMY PUREED oe eG oha sWawbik se s6s sa coisseie sao 27,535) 27,057) 32,205) 36,795) 9,060) 36,019)124,581)105 ,322/121,293 

Selling and distributing expenses: 

mmissions and discount to underwriters and agents f 1,166} 1,486] 2,495) 1,164) 2,708] 4,155) 3,916) 4,779 

Other selling and distributing expenses............. 1) 159 550 454 153 55 994 878 979 

TOTAL selling and distributing expenses........ 3,009} 1,325] 2,036) 2,949) 1,317) 2,763) 5,149) 4,794) 5,758 

Estimated Net Proceeds............00s0scs000 24,526] 25,732] 30,169] 33,846] 7,743] 33,256)119,432/100,528/115,535 








(+) Breakup of figures for September 1934 not available. 




















ComMIssION CLASSIFIED BY TYPE oF IssuE 
(Estimated Gross Proceeds in Thousands of Dollars) 


Taste III. New Securities ErrectivEty REGISTERED WITH THE SECURITIES AND EXCHANGE 



















































Certificates of Dedentures and 
Common Preferred Participation, Secured Short-Term 
Month and Year Stocks Stocks te, nds Notes TOTAL 
$127,186 $ 16,158 % 18,812 % 1,500 Bicacces $163 ,656 
28,183 5,238 i ares 1,450 40,957 
11,514 3,794 3,412 500 305 19,525 
20,325 6,147 866 4,577 »240 39,155 
61,927 4,063 2,550 6,109 1,481 76,130 
53,412 4,927 SL a Cees 553 62,542 
Monraty AveraGcE...... $ 50,424 $ 6,721 $ 6,229 $ 2,114 $ 1,505 $ 66,994 
1934 
jouer sis $ 58,653 $ 6,417 $ 1,699 | een rrr $ 66,769 
ebruary. 51,635 5,980 3,075 250 15,000 75, 
March... 14,948 8,805 SS re 700 24,717 
[ee 91,050 1,829 14,444 2,246 6,000 115,569 
RSE ane 14,055 2,008 300 Hee: ib pees »463 
jure WeSaeeteiecen 21,469 20,717 »110 187 500 983 
ee 20,304 052 34,531 150 43,500 101,537 
(ee ee 35,302 985 849 1 Oe ees »236 
September........ 25,579 746 i rere 2,342 ,004 
See 3,435 2,500 2,578 854 20,200 29,567 
November........ 4,537 300 10,250 ,600 »860 34,547 
Ee ee 7,608 1,632 12,759 18,237 5 40,241 
Montuty AVERAGE...... $ 29,048 $ 4,581 $ 8,516 $ 2,643 $ 8,592 $ 53,381 
1935 
seed Rs eile arte $ 5,742 $ 1,367 $ 3,935 Bice Si cous $ ll, 
Ns 83 »380 32,505 875 1,000 36,843 
MMS. se cneees 0,744 769 21,828 a ee 130,016 
Oe ee: 37,235 32,316 767 74,764 7,515 154,597 
Sees 7,690 034 205 81,229 29,050 140,208 
fur: sha TeeAN eG ee 35,247 a” a eer 123,382 29,488 192,631 
uly.. 77,427 25,550 25,961 352,253 49,284 530,475 
August. 24,986 24,547 11,502 102,181 90,846 254,062 
Septemb: 62,151 16,713 6,235 157,026 77,749 319,874 
October. . . 25,425 31,047 83,700 182,357 83,558 »087 
November. 55,309 ,080 1,505 ,092 31,786 289,772 
December. 41,286 20,873 4,777 89,930 55,219 212,085 
$ 33,611 $ 14,099 $ 16,243 $121,230 $ 37,958 $223,141 
27,278 3,125 11,027 214,916 19,350 275 ,696 
27,113 31,464 13,708 98,679 41,125 212,089 
81,519 28,794 7,442 334,715 130,921 583,391 
168 ,638 53,974 35,373 379,435 113,593 751,013 
88,913 31,505 13,713 9,118 106,070 319,319 
120,487 77,317 1,300 159,700 164,635 523,439 
84,066 15,131 32,898 170,987 59,843 362,925 
92,750 »728 4,660 45,634 107,250 286,022 
76,140 29,270 17,212 127,919 9,539 260, 
$ 85,212 $ 34,034 $ 15,259 $179,011 $ 83,592 $397,108 
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530,475 |254,062|319,874 


406 ,087|289,772 


212,085/275 ,696|212 ,089 


583 ,391|751,013 
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130 
100 
20,028 


11,439 
1,755 


1,181 
500 


5,690 
6,467 
3,429 
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5,466 
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147 
38,008 
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12,075 


83 
17,919 


20,269 
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12,196 
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70 885 
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Taste V. Proposep Uses or Net Proceeps, sy Montus, of New Securities REGISTERED 
For Account oF Issuers AND Futty ErrectivE SEPTEMBER I, 1934-SEPTEMBER 30, 1936 
(In Thousands of Dollars) 






































































































Sept. | Oct. | Nov. | Dec. an. | Febr. | March} April | Ma 
1934 | 1934 | 1934 | 1934 935 | 1935 | 1935 | 1935 | 193 
Organization Se OU AEE MEDONDEDs 6 55 0550s0scenesvslietsceclssosnss 126 156 Vea .3:508 366) 802 108 
Purchase of: 
DRS Loh bs.4os soss ooo uodac eke senses eel eaaske 0 FR er PP? 2 203 47 
Ea oa re 1,021 697 45| 1,157) 975 561) 1,643) 1,320) 9,790 
erica. cca sics cee usseaeseun sweet 2 4| 6,387; 557 | ee 601 
Securities for investment.............seeeeeeeees 20,322} 4,070) 11,060) 13,542) 6,349) 30,310) 22,212} 9,969) 14,482 
TOTAL purchase of assets..........scccseeeees 21,547) 5,091) 17,492) 15,256) 7,334) 30,871) 23,877) 11,538] 24,920 
RACTOROD OF WOTEIAE CAPUAL< 6.00.05 ccccsecccccseccceeses 2,058 284; 4,310 761 274| 1,776) 1,033) 8,091) 10,954 
en OCLC TET COC COC: EE RE OE) SET, SPRL DREN LOS Rnres (ere ees 
Reimbursement of loans used for capital expenditures...... (4) () qe (4) (4) (2) (*) (1) (1) 
SRE OE EID RN BUNS... 620.540.0000 hon dn'seee seco] ean ese ee £7 PR Bane See 85,955] 74,898] 69,904 
ET CS | OS error 922 470 220) 17,673 57 609} 7,811) 5,192) 9,649 
TOTAL repayment of indebtedness............. 922) 20,158} 8,055] 17,673 57, 609} 93,766] 80,090) 79,553 
Miscellaneous and unaccounted for............seeceeeeeeleceeees 199 Pee PRRs See 390 : ree 
oO. 0 A Ae RSE ares ee ee rrr 24,527) 25,732] 30,169] 33,846) 7,742) 33,256/119,432/100,528)115,535 
PERCENT OF TOTAL 
Organization and development expenses.............ceees{eececeseceeees 0.4 0.5 Ko Sere 0.3 0.8 0.1 
Purchase of: 
MI MNOREE | ss cS dines 46 5s0s o¥4s oSieesnsseedowsanen Reel cuauuwles seuee Uy | Bae 0.0 0.2 0.0 
Plant and equipment 4.2 Me 0.1 3.5) 12.6 1.8 1.4 1 8.5 
STREP RUORED 5000600550: 0.8 0.0) 21.2 1.6 | ae 0.0 0.1 0.5 
Securities for investment. . . 82.9} 15.8) 36.7} 40.0} 82.0) 91.1) 18.6 9.9) 12.6 
TOTAL purchase of assets..............0e000: 87.9} 19.7} 58.0) 45.1] 94.8) 92.9) 20.0) 11.5} 21.6 
Encrease of working capital. ........00sscccsssesccececes 8.4 1.1] 14.3 2.2 3.5 5.3 0.9 8.0 9.4 
NNR  NOEUIS ODER 5 o's oin.55ass ees e-ss saws seond sap cebad owas ac cheb esened oe ees cakes nsosslenes camdmassmckvawercahieteeee 
Reimbursement of loans used for capital expenditures...... (4) (4) (4) (4) (4) (4) @) (@) (4) 
Repayment of bonds and notes............ccccccccccccccfececces 3 i | Ra Bee eee 72.0) 74.5) 60.5 
BD MMR OT RMI MICE bo oss 5 o.60.06:9:0's bviois es sens censsen 3.7 1.8 0.7} 52.2 0.7 1.8 6.5 S30 8.4 
TOTAL repayment of indebtedness............. 3.7] 78.3 26.7| 52.2 0.7 1.8} 78.5} 79.7 
Miscell and DUO. 5 sbssencwssanbeaseosnleeeerne 0.9 OD} BRS BARS, RRR 0.3 eee 
MEP MURS skin seinedsseshn smehassekepdasnoa 100.0) 100.0} 100.0} 100.0) 100.0) 100.0) 100.0} 100.0) 100.0 
































(*) Amounts proposed for reimbursement of loans for capital expenditures, if any, are included in totals to be applied toward repayment 


of other debt. 
(*) Tables II-V will be found commencing p. 28, 30, infra. 





~ 


= | 4 Poe 


Je] Sy yy: 


-_ 
wu 
wy 


fi. | Pee | 


1 




















RecistrRaTioN UNpER THE SEcurITIEs AcT OF 1933 31 


Taste V. Proposep Uses or Net Proceeps, sy Montus, of New Srcurities REGISTERED 
For Account oF Issuers AND Futty ErrectivE SEPTEMBER I, 1934-SEPTEMBER 30, 1936 
(In Thousands of Dollars) 
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A STUDY OF INEFFECTIVE INVESTMENT TRUST 
AND PRECIOUS METAL MINING ISSUES 


Epwarp G. Catz* 


This article is the result of a six months’ study of public documents relating to 
ineffective registration statements’ under the Securities Act of 1933. The paucity of 
statistical information in this field has meant that the chief means of arriving at 
conclusions has been through the laborious process of analyzing the registration 
statements individually. This procedure is so tedious and the material in the inef- 
fective statements of such a nature, and so incomplete at times, that it is impossible 
to submit entirely satisfactory proof of all the contentions stated herein. A great 
amount of work on both effective and ineffective issues remains to be done before 
the results of the operation of the Securities Act may be properly evaluated. The 
following may, therefore, be considered a preliminary study in which certain sub- 
jects are shown to be worthy of further investigation and in which tentative con- 
clusions are drawn from the information now at hand. 


On June 30, 1936 filings had been made under the Securities Act for approx- 
imately three years. At that time there were about $6,404,500,000 worth of fully 
effective new issues* registered with the Securities and Exchange Commission. New 
issues ineffective as a result of stop orders, refusal orders, and withdrawal orders 
amounted to $408,802,836. Besides these classes there were $621,265,276 worth of 
new issues under examination by the Commission; $7,170,000, under notice of hear- 


*B.A., 1928, University of Richmond; M.A., 1932, Ph.D., 1935, University of Virginia; Virginia- 
Brookings Institution Co-operative Fellowship in Economics, 1935-1936. Assistant Professor of Economics, 
Tulane University. 

* Throughout this paper the term ineffective registration statements or ineffectives will be used as mean- 
ing statements under stop order, refusal order, or withdrawal order. In the case of withdrawal orders the 
registrant first asks permission to withdraw the statement and the Commission then issues an order con- 
senting to withdrawal, if such action is considered in accord with public interest. The fact that the 
registrant’s request for withdrawal precedes the Commission’s order consenting thereto is to be borne in 
mind whenever the expression withdrawal order is used in this paper. Moreover, it should be recalled that 
on April 6, 1936, in Ex parte Jones, 298 U. S. 1, the Supreme Court held that the Commission could not 
forbid the withdrawal of a registration statement, even after stop order proceedings had been initiated. 

* The Technical Division of the Securities and Exchange Commission regularly publishes information 
regarding new issues. By the term, “new issues,” is meant securities which are neither issued in reor- 
ganization in exchange for other securities nor as a result of a voting trust agreement where an issue is 
sold to the public representing other securities deposited with voting trustees. This paper is concerned 
only with new issues in this sense. 
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ing; $914,103, effective under notice of hearing; and $10,039,225 effective under notice 


Dotiar AMounts REPRESENTED BY REGISTRATION STATEMENTS FOR INEFFECTIVE AND 
EFrecTIvE Issues UNDER THE SEcuRITIEs AcT* 


(As of June 30, 1936) 





Various Types oF INEFFECTIVES 














Industrial Stop Refusal Withdrawal Total Total 
Classification Order Order Order Ineffectives Effectives 

ASMICONUE.. ..5.04.555..5.- 1,200,000}$ 737,500/$ 1,510,000/$ 3,447,500/$ 375,000 
Precious Metal Mining 17,555,528] 7,673,657) 22,260,890) 47,490,075 99 , 804,437 
Oil and Gas Wells...... »245, 1,865,985} 4,221,510} 8,332,495 40,810,966 
COR shoves cuca eres] | Season SE2TSOO ev seus ees 312,500 16,046,765 
Quarrying and Non-Metal 

WENO acaayccs test caceseiman|, ss cemieaise 1,000,000} 1,000,000 6,041,691 
Investment Trusts. .... 2,200,000} 20,302,500) 81,986,105) 104,488,605) 1,170,596,185 
Other Financial Issues Pe re 8,191,023) 9,577,523} 340,212,739 
Manufacturing........ 10,345,260] 5,020,728} 29,051,056} 44,417,044] 1,979, 596,893 
Merchandising........ 151,500 122,500} 4,145,000} 4,419,000 44,967 ,642 
DR WIOE ois 56 sia. o oisiane 550,000 200,010} 5,088,905) 5,838,915 48 448 345 
Electric Light, Heat, Water, 

oA errr an (Mame toner 9,450,000) 160,071,180) 169,521,180) 2,012,376,962 
Realbstate...si6 sss 156,250 512,175} 6,073,574) 6,741,999 10,011 ,664 
MOPEISTRCIOUETHINENGS ck} xiowseveaclh asSaslceselc) Sestmenemelevmeawened 254, 242,800 
RSET ere cccceell  sescoetios|) — since stone 2,760,000} 2,760,000 632,500 
Transportation and 

SGUIMUMICRUON  ./cis-cec|) dewsveaer|, cscssewiog|t saceeiamesll ssieneaee 302,375,808 
NHSCEHAMEOUS Ts Gaieaacseal) Seaisoveeiell skies eaests 456,000 456,000 77,995,201 

OPA ess cch sce $ 35,790,038/$ 46,197, 555/$326,815,243/$408 , 802, 836/%6 , 404, 534, 598 























registration statement. 


Still Under Examination 


*The last three classes of securities are so small in amount that they can be dismissed as incon- 
sequential. This cannot be done with the issues under examination, however, because such issues were 
larger in amount than the sum of all ineffective statements combined. The group under examination was 
so large that what has happened to the statements in it so far and what may yet happen to them may 
modify the conclusions of this paper as to the proportion of ineffective to effective statements. If a larger 
proportion of them become ineffective than is represented by the comparison of ineffective and effective 
statements as of June 30, 1936 then the Act has been more restrictive than this study indicates; if a 
smaller proportion becomes ineffective, then the Act has been less restrictive than the study indicates. It 
is probable that the Act should be considered slightly more restrictive than the study indicates because 
within the group of statements under examination are a few which have been there for some time and 
which may for that reason be considered as having less chance of becoming effective than the average 
The following summary gives the status of the registration statements under 
examination on June 30, 1936 as of October 24, 1936: 


SOO CT OOO LEN STOO RIE $ 63,904,243.76 


RO otd OE OMNES ERASER MC a coo 'c) raja ec ial sort aie 8/Wle Sia ialesile eieivie Sie wins ole co HaN aie 45341,000.00 
MV Sped on eR UME CEO a0 85 seta 650s 90:05 200 aisle Sins Wlee'd bie 00 8'0-0:0'0's bie uleue 782,750.00 
Ls WAS ar a ee ne eae oe AT 20,607,812.50 
NOMMUER RUMEN CC ORME CRON tars S10 crs 5g 65416 win ns aie, oi Sida. ec a wislale Snipieie’s 5,470,000.00 
Re reCen Wes EERIE INORICE OE PROUTID E6945. 636, 0s 055 o wig 6 0 lei ble dees Sele aiee 250,000.00 
Effective Under Notice of Deficiencies ............cccccccccccccsscecs 3,180,725.00 
NUD GW ROREREA NE OE cates) heath tie sTarors is (0 © Siete aiulelw since Sieia.o/0Te™G a'scieintaie oraintis 522,728,744.93 

RI MORD TRC eG iesa sh er feoes ciate nce: sahav Gis sy aibe dieu la eins Iniaiece eee uals emia ieee tee $621,265,276.19 


“The figures given in this table are subject to a large amount of error for two reasons. First, the 
registrant is required to estimate the gross proceeds of the issue at the time the statement is filed and to 
pay his registration fee on the basis of this estimate. 


If the actual: offering price to the public is 





\ character concerning ineffective issues, especially investment trust and precious metal 


\ 





\ 








34 Law anp ConTEMPORARY ProBLEMs 


It is proposed herein (1) to present certain material of a more or less statistical 


mining issues and (2) to indicate some of the reasons why they became ineffective. 

At the outset, it is interesting to consider the way in which the Securities Act 
has affected issues of various types. This can be done by comparing the dollar 
amounts of ineffective issues in the different classes of securities with the dollar 
amounts of effective issues. The preceding table gives this comparison, breaking 
down the amounts of ineffectives on the basis of the Commission’s order which 
made them ineffective. 

This table shows that with the exception of the public utility group the two 
largest classes of ineffectives are found in the investment trust and precious metal 
mining groups. The ineffectives in the utilities group consist mainly of a few com- | 
paratively large issues which have been withdrawn by the registrants for technical 
reasons, a good illustration of this being the withdrawal of a registration statement 
involving $48,750,000 because of the objection of a supervising public utility com- 
mission. 

The manufacturing group also has a large volume of ineffectives. This, how- 
ever, is to be expected because of the great number of companies which fall within 
the manufacturing classification. It includes the processing of everything from 
transportation equipment to alcoholic beverages. The number of alcoholic beverage 
ineffectives was especially large, including $23,362,368 of ineffective issues and leaving 
only $21,054,696 of ineffectives in all other types of manufacturing. The reason for 
the large number of registration statements for alcoholic beverage issues lies, of 
course, in the repeal of the 18th Amendment. 

One reason for treating the investment trust and precious metal mining issues 
together herein has been intimated, i.e., excluding the public utility group they 
represent the two largest groups of ineffective issues. A second reason is that both 
types of issues have been misused by promoters to such an extent as to bring them 
into bad repute. This has long been true with precious metal mining issues. The 
investment trust issues have been sold in this country on a large scale only during 
the past ten or twelve years and have encountered severe criticism chiefly since 1929. 

Though the precious metals group and the investment trust group both have a 
large volume of ineffectives, it is apparent from the table that the Securities Act 





different from the one expected, the gross proceeds from the issue are different from the amount estimated. 
In the case of those statements which never become effective there is never any offering price and the 
figures necessarily depended upon are those estimated by the registrants. For effective issues, reports of 
the Technical Division of the Securities and Exchange Commission have been relied upon. ‘These are 
based as far as possible on the actual offering price. The result is that the two sets of figures are not 
always strictly comparable. The second possibility of error arises from the fact that the present classifica- 
tion of issues according to industry is not exactly the same as the one used when the Securities Act was 
administered by the Federal Trade Commission. The Technical Division has not yet had the time to go 
back and reclassify the effective issues according to present standards. The writer has been compelled to 
classify the ineffective issues because the Commission publishes no analysis of them. In making this 
classification the classification now used by the Commission has been followed as closely as possible. The 
result is that the industrial groupings used are not always strictly comparable throughout the table. 
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has operated so as to keep a much larger proportion of the former than of the latter 
from being offered for sale. The sum of effective and ineffective investment trusts 
issues is $1,275,083,790 and the sum of effective and ineffective precious metal min- 
ing issues is $147,294,512. The amount of ineffective investment trust issues—$104,- 
488,605—and the amount of ineffective precious metal mining issues—$47,490,075— 
constitute 8.19% and 32.24% of the sum of effective and ineffective issues in each 
of the two classes. Thus the proportion of ineffectives to effectives in the case of 
precious metal mining is almost four times as large as it is in the case of investment 
trust issues. The following table contains a comparison of this type for all groups 
of issues which on June 30, 1936 contained as many as $40,000,000 of effective and 
ineffective issues combined: 


Ineffectives as a Percentage of 


Type of Issue by Industry Ineffectives and Effectives Combined® 
NE I 5s ie oN su Reda deeee ee cases 32.24 
sion na ig KAR pi ekite boaedeenras 16.95 
ER ere ere ree 8.96 
Electric Light, Heat, Water, Power and Gas Companies. . 8.42 
NP VESETICHERUIUGH rc eerie see's aria ee he ieee eee 8.19 
Financial Companies Other than Investment Trusts... ... 2.74 
9 Caxiciauo nm inlans dpe evinse aves xacee'ss 2.12 
UA SRTEAEPRMSOOE Doce as hin toro racers ole Arle Sr, Wis iuse dual ve 58 
Transportation and Communication ................... .00 
Pe I viva se pa wekn evs csnbdve see iens .00 


This table reveals that the Securities Act has borne heaviest on the traditionally 
speculative precious metal mining and oil well issues. It also shows that the in- 
vestment trust issues have fared rather well, since it is now possible for the regis- 
trants to offer for sale 91.81% of all securities for which there are either ineffective 
or fully effective registration statements. 

Just here it is well to state that the percentages given in the table above tend to 
indicate that the Act is more restrictive than it actually is. This is due to the 
numerous exemptions from registration under the Act, and to the withdrawal of 
many statements when it was learned that registration was unnecessary. It is im- 
possible for anyone not employed by the Commission to know the number of with- 
drawals which have taken place in this manner, because material for such a study 
is not made available to the public. There is, however, enough evidence available 
to lead to the conclusion that the possibility of withdrawing registration statements 
under exemptions has had considerable influence in allowing registrants to offer their 
securities for sale. 

The information available on this subject is derived from two sources. First, 
the request for withdrawal of the registration statement is sometimes made a part 

5 Ineffectives are expressed here as a percentage of effectives and ineffectives combined instead of as a 


percentage of all filings because the proper classification of statements under examination on June 30, 1936 
has not yet been definitely determined. See note 3, supra. 
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of the material filed for public inspection.® In some instances where this happens 
the reason for desiring withdrawal is given. Secondly, one class of exemptions is 
provided for in the Commission’s Release No. 182.7. This applies to relatively small 
offerings. Under this release the registrant claiming exemption for offerings be- 
tween $30,000 and $100,000 is required to file a prospectus with the Commission but 
does not have to file a registration statement. When it is found that a registrant 
has withdrawn a statement and later filed a prospectus required by Release No. 182, 
it may be assumed that withdrawal was granted because the exemption was claimed. 

When a registration statement is placed under refusal or stop order, it may 
generally be assumed that the securities are no longer offered for sale, though this 
is not always true because a few such registrants have filed prospectuses under 
Release No. 182 showing that they intended to sell securities under the exemptions 
provided therein.§ Since stop orders and refusal orders combined accounted for 
but $81,987,593 of ineffectives out of a total of $408,802,836, it is important to remem- 
ber that withdrawal of a statement in many cases does not mean that the issue will 
not be sold. This may be illustrated by a study of the reasons why investment trust 
issues were withdrawn in which the only sources of information were the two 
described in the preceding paragraph. 

On November 12, 1935° there were forty-one ineffective registration statements 
for investment trust issues under the Securities Act, amounting to $31,225,213.75. 
Of this sum, one statement covering an offering of $500,000 was ineffective because 
of a refusal order and six statements were ineffective because of stop orders. The 
aggregate involved in the stop order cases was $6,700,000. The thirty-four remaining 
statements were covered by withdrawal orders, the aggregate amount involved being 
$24,025,213.75. Of these thirty-four statements there were fifteen cases in which 
the request for withdrawal was not to be found in the public files, seven others 
where no reason for requesting withdrawal was given though the request was filed, 
six cases in which the request for withdrawal indicated that the registrant did not 
at that time intend to claim exemption, five cases in which some form of exemption 
was claimed, and one case in which a prospectus was later filed under Release No. 
182. The total amount involved in the few cases where it was clear that withdrawal 
had been granted because of exemptions was $13,329,623.75, this figure being more 
than half the aggregate of all new investment trust issues under withdrawal order 
at that time. This fact should not be taken as indicating that half of all statements 
withdrawn can now be sold as exempted securities. My study of the investment 
trust group showed that such was the case with that group at the time the study 


* All requests for withdrawal have recently been made a part of the public files. 

™ Since this study was made Release No. 182 has been repealed and replaced by Rules 200-209. The 
exemption of offerings between $30,000 and $100,000 has been rescinded in certain cases by Rules 201, 
204, 205, 206 and 208. 

® The imposition of a stop order or refusal order does not mean that the securities covered by the 
registration statements involved will never be offered for sale, because the Commission is at liberty to lift 
these orders whenever the registrant amends its statement in a manner satisfactory to the Commission. 
® This date is of no special significance, being simply the time the study referred to was begun. 
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was made. It is probably not true now, because the amount of securities withdrawn 
under exemptions was at that time inflated by the inclusion of one relatively large 
issue involving more than $9,000,000, and this proportion of large issues in the class 
of withdrawals due to exemptions has perhaps not been maintained. Exemptions 
are open to certain registrants in practically all industrial groups, however, and to 
the extent that they have been the basis for withdrawal of registration statements 
the Securities Act has been less restrictive than a simple comparison of ineffective 
with effective issues would indicate. 

It is very difficult to get any statistical basis for comparing the investment status 
of effective and non-effective issues because little study has yet been made in that 
direction. The Securities and Exchange Commission has not published such a 
comparison, because it is concerned rather with obtaining a full and fair disclosure 
than with the fundamental soundness of the issues. Thorough analysis of all state- 
ments filed under the Securities Act even in one large industrial group is a task 
beyond a single individual’s accomplishment because of the rapidity with which 
such registration statements increase in number. The following discussion of fac- 
tors affecting the investment status of ineffective investment trust and precious 
metal mining issues is intended merely to indicate some of the things which would 
have to be taken into consideration in such a study. It would also be necessary 
before determining the extent to which ineffective issues would have been less de- 
sirable from an investor’s viewpoint than effective issues to make similar studies of 
the effective issues in order that comparisons might be made. 

A study of forty-one ineffective investment trust issues led to the conclusion that 
they all offered very poor risks, being open to attack on one or more of the following 
grounds: 

1. In three cases purchasing the certificates would have meant buying into a 
double load, i.e., buying certificates in one trust which intended to invest all or a 
large part of its funds in the certificates of other trusts. Because the managers of 
the trust make a profit in each transaction, the investor would be better off if he 
himself bought certificates in the second trust directly. 

2. The certificate holders in many instances would have been forced to share 
profits with the managers of the trust who assumed no risk. This was because the 
managers were to receive, in addition to the regular fees received by them from the 
certificate holders, half of the profits of the trust after the certificate holders had 
received their original investment plus something like a 5% or 6% return thereon. 

3. Practically all the trusts were sponsored by persons whose interests conflicted 
with the interests of the certificate holders, i. e., the managers stood to benefit by such y 
practices as selling securities to the trust, thus making a profit in addition to their 
regular fee for management. This criticism applies to the so-called fixed trusts as 
well as to the management trusts, because the trust indenture in many of the former 
provided loopholes regarding the substitution of securities in the trust, etc., which 
enabled the managers to buy issues other than those on the “approved list.” 
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4. Many of the trusts were sponsored by those whose records indicated that 
investors purchasing into the trust did so at great risk. These records indicated 
moral weaknesses, such as having been proved dishonest, as well as records of finan- 
cial failure. A good example of the first type of weakness is a promoter who resorted 
to forgery to present a more enticing prospectus to potential investors. 

An example of an issue involving a poor type of risk because of the financial 
record of its management was that of a small company which had been in existence 
for only a little over three years. It had sold $90,000 in common stock. When it 
applied for registration with the Commission for an additional stock issue its total 
assets of $7,309.07 consisted largely of securities pledged as collateral for a $3,000 
bank note. The company had never paid dividends. It showed a net loss of 
$56,350.68 in 1931, of $20,110.20 in 1932, and of $61.41 in 1933. For the period October 
31, 1933 to April 30, 1934 it had a net income of $1.40. 

One comparison between the investment status of effective and non-effective in- 
vestment trust issues can be made with reasonable assurance of accuracy. This 
pertains to selling commissions. Declarations in the ineffective registration state- 
ments examined revealed that selling commissions would have averaged more than 
10% of the offering price to the public. Selling commissions on effective issues 
covering the same period according to the Commission’s figures would have been 
less than 8% of the offering price. This comparison shows, other things being equal, 
that the public would have gotten less for its money in the case of ineffective issues 
than it actually received in the case of effective ones. 

A study of 116 precious metal mining issues disclosed some interesting facts 
concerning such issues, though here again it was impossible to make an adequate 
comparison with effective issues. 

One of the best indications of the quality of the ineffective precious metal issues 
lies in the manner of their promotion. So many of the promotional features of 
such issues are identical for different companies that it is possible to illustrate what 
happens in almost every case by reference to a typical issue, a proposed offering by 
the Unity Gold Corporation described in the “Decisions” of the Securities and 
Exchange Commission. 

J. L. King acquired the Katinka Group of mining claims in Cripple Creek, 
Colorado, on July 15, 1931 under a royalty lease for three years. He also acquired 
an option to purchase the property before the expiration of the lease for $15,000, 
royalties to apply on the purchase price. The consideration for the purchase option 
was one dollar and the acceptance and performance of the lease. Having thus 
acquired the use and control of the claims at no expense other than the usual obliga- 
tions to operate the property and to pay royalties on the returns, King organized the 
Industrial Gold Mining Company and assigned to it the lease and option in con- 
sideration of the issuance to him of 2,000 shares of stock having a par value of $1.00 


per share. 
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The company expended about $5,560 in developing the property, but produced 
no gold and hence paid no royalties. As a result of the need for additional capital 
the lease and option were assigned to the Unity Gold Corporation. The prospectus 
proposed to be used by the latter corporation states that it paid to the Industrial Gold 
Mining Company $5,000 and 599,995 shares of its fully paid capital stock with a par 
value of $1.00 per share for the lease and option. In this transaction it was stipulated 
that the Industrial Gold Mining Company would immediately donate and deliver to 
the treasury of the Unity Gold Corporation 475,000 shares of the total shares received 
by the Industrial Gold Mining Company; that the balance of the shares (124,995) to 
be received by the Industrial Gold Mining Company were to be issued in the names 
of various persons, and among those so named was Robert L. Maxwell in whose 
name 109,435 shares were issued. The prospectus further states that Maxwell and 
others of the management donated to the corporation 50,000 shares of their stock 
in May 1933 for the purpose of liquidating all indebtedness incurred by their 
management. 

The registration statement filed by the Unity Gold Corporation stated that the 
number of shares authorized by the articles of incorporation was 600,000 with a par 
value of $1.00 per share and that there were outstanding 168,058 shares. Robert L. 
Maxwell was said to own 36.7% of the outstanding shares amounting to 61,677 
shares, or more than 10% of the total amount of stock authorized. The registration 
statement carried a balance sheet as required by the Commission. The total assets 
shown by this balance sheet amounted to $620,090.72 as follows: 





PuOpeTty, PUNNE ONE COMNPMNENE wow... ook cee cece ee eweaen $4,937-66 
Less reserve for depreciation and depletion...................... 268.31 

ey aN Gk itn aasha ont des $ 4,669.35 
Lease and option Katinka Mining Claims....................... 605,047.00 
‘Wen {oo EET ES aa ey ec a ia a Se 60.00 
ns, SRI DOs kasy ashe wing alan Sah wales 298.29 
I Sena) d 0 SNe Ka ARs Kays Komnucecerw nko 8,524.79 
ee cis ewe nied nasW ona tnannee dee es 1,447.37 
Account Payment on Katinka claims ...................0...0055 43-92 


Registration was sought for 419,212 shares to be issued to the public. After a 
hearing by an examiner of the Commission, the registration statement was placed 
under stop order because certain features concerning the promotion were not properly 
described. 

The assets of the company were in a very large measure the result of mere 
bookkeeping entries. There was absolutly no reason for believing that the lease 
and option on the Katinka gold mining claims was worth $605,047. When it is 
remembered that the lease and option cost J. L. King just one dollar in the first 
instance, and that the property could have been actually purchased for $15,000, the 
amount entered as the value of the lease and option is seen to mean practically 














40 Law anp ConTEMPoRARY ProsLEMs 


nothing. Neither King nor Maxwell purchased the property, the lease and option 
were merely assigned to the company. The Unity Gold Corporation did not own 
the property at the time the registration statement was filed. In fact, $14,956.08 of 
the net proceeds of the issue to the public were to be used for making a final pay- 
ment for the property. 

This feature of fictitious assets is general among the ineffective registration state- 
ments covering gold issues. In most cases, however, answers in the registration state- 
ments are so incompletely given that it is impossible to tell just what the promoters 
have expended for the stock which they received. Wherever the amount is given, 
it is almost always very small. It is also significant to notice that the company 
carried on its statement a surplus amounting to $454,112.55 as of September 30, 1933. 
This was the result of issuing capital stock of a corporation in payment for claims 
valued at the equivalent of the par value of the stock and then having a portion of 
the stock donated to the treasury of the corporation. To the average person this 
state of accounts may spell prosperity. To the person more familiar with the ac- 
counting procedure used by gold mining companies, another item representing a 
deficit in the Earned Surplus account in the amount of $10,566.80 is of more sig- 
nificance, because it indicates that the company’s operations were being carried on 
at a loss. 

One thing about the above case is not typical and that is the amount of stock 
which goes to the promoter. Analysis of the ineffective statements covering gold 
issues indicates that the promoters would get more than 50% of all stock which is 
to be outstanding after the entire issue is sold. Inasmuch as it is always unlikely 
that a whole issue will be sold, it is apparent that the promoters would have received 
even a larger percentage of the outstanding stock had the issues been offered for sale. 


Most gold mining companies with ineffective registration statements have no 
actual profit and loss statement, because they have not reached the point where pro- 
duction of gold ore is sufficiently profitable to pay expenses. Expenses are usually 
charged to development, therefore, and are quite frequently entered on the balance 
sheet as an asset under the caption “Deferred Charges.” In the present case they 
were charged to “Earned Surplus” in the Net Worth section of the balance sheet, 
a procedure which conforms better with the truth. 


As an indication of the extent of development of issuers having the ineffective 
gold mining issues, it is significant that registrants submitted profit and loss state- 
ments in only 16 out of 116 cases, and that only 3 of the 16 submitting profit and 
loss statements showed a net income for the period immediately prior to the filing 
of the registration statement. From this showing it is apparent that 113 out of 116 
of the proposed issues could not have appealed to anyone demanding proof of earning 
capacity before investing. The earnings in the remaining three cases, even if the 
accounting procedure employed be accepted as correct, were so small as to be 
inconsequential. 
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Another indication of the quality of the issues covered by ineffective registration 
statements of gold mining companies is found in the expenses of distributing the 
issue to the public. This cost would have absorbed approximately one dollar out of , 
every three that the public expended for its stock. In a substantial part of the cases 
the promoter of the issuer would have acted as underwriter or distributor of the 
issue and would have received the selling commissions. 





It is interesting to summarize the preceding discussion by indicating in a general 
way just what the investor would have received for a dollar in the average case, if 
these precious metal mining issues had become effective. He would have purchased 
a certificate which in a portion of the cases might have rendered him liable to 
assessment for the company’s debts. Out of his dollar, 33 cents would have gone 
to pay underwriting commissions and other selling expenses. Of the remaining 67 
cents some would have been employed in developing the mining property, some 
for working capital, some perhaps to pay for property. Practically all the cash for 
development, working capital, and purchase of property would have been con- 
tributed by the public. The promoters would have received slightly more than a 
share of stock for each one bought by the public without, as a rule, paying cash 
for it. 


~ 


Under the issuer’s huge capitalization, the operations would have had to be 
unusually successful for the investor to receive dividends equal to 6% on his in- 
vestment, for the promoter’s income would also have to be earned. Furthermore, 
no return to the investor could have been considered income until his principal was , 
returned because a gold mine is a wasting asset. This last consideration as well as 
some of the others are applicable to both ineffective and effective statements. 


a 


Up to this point this paper has been built around statistical material pertaining 
to ineffective investment trust and precious metal mining issues. Because it has 
been difficult in many cases to secure material subject to quantitative measurement 
it has been necessary at times to portray conditions by simply describing them as 
far as possible in the light of available information. Attention will now be turned 
to the second part of the study in which an attempt is made to show why investment 
trust and gold mining issues become ineffective. 


Limitations of space prohibit detailed recounting of the information required to 
be furnished before a registration statement may become effective. Suffice it to say 
that the theory behind the act is that every issue of new securities to be sold in 
interstate commerce should be accompanied by full publicity and information and 
that no essentially important element attending the issue should be concealed from 
the buying public. This requires the submission by each issuer of a very con- 
siderable amount of detailed information concerning its background, officers, pro- 
moters, financial affairs and financial condition. It is undoubtedly true that in 
many cases the preparation of a registration statement is an expensive and time- 
consuming process. It is also probable that most of the questions asked in a regis- 
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tration statement are superfluous in any particular case. It is equally true, however, 
that the investor’s interest might be impaired in any particular case if any of the 
questions called for in the registration statement were omitted. It is a case of having 
to require all companies, both those which might deliberately try to rob the public 
and those which would not, to give answers to a sufficient number of questions to dis- 
close those occasions where the investor’s property is likely to be jeopardized. 

The following illustrations from gold mining issues serve to indicate in a general 
way why statements become ineffective. The information was secured from tran- 
scripts of stop order hearings and shows the attitude of the Commission’s staff. 


Item number three in the A-1 form used by the Commission in connection with 
new and untried projects requires a brief description of the character of business 
“ done or intended to be done. Study of the numerous cases in which the transcripts 
show that an objection was raised by the examiners to answers to this question in- 
dicate three major mistakes made by issuers. First, many simply copied in this 
“space their charter provisions authorizing them to do practically anything. This, 
of course, does not show the investor exactly the type of business in which the 
company is engaged. Second, registrants frequently fail to include under this item 
‘important undertakings planned or already begun. The examiners sometimes get 
information outside the registration statements which leads them to suspect such 
omission, but it often appears in some other part of the registration statement. For 
instance, the financial statements of a gold mining company and a company devoted 
to experimenting in airplanes filing registration statements at about the same time 
showed inter-company interests not disclosed in answer to item three, thus proving 
that answers to that item in both statements were untrue. Thirdly, registrants often 
fail to state in answer to item three whether the business mentioned is business already 
done or business intended to be done. It is apparent that this might be of material 
importance in that it could mark the difference between actuality and mere 
enthusiasm for the future. 

The answer to item twenty-seven calls for a detailed statement of the specific 
purposes and the approximate amounts devoted to each purpose, so far as deter- 
minable, for which the net proceeds of the issue are to be used. This item assumes 
‘that the investor is entitled to know the uses to which his money is to be put. 
Registrants often fail to give these items in sufficient detail. In many cases per- 
taining to gold mining no attempt at all is made to break down the gross proceeds. 


Item thirty-nine seeks to disclose information regarding any amount paid to the 

‘ promoter of the issuer during two years prior to registration, or intended to be paid 
to him. Quite often the promoters of gold and silver mining companies have re- 
ceived what appear to be handsome profits as the result of selling property to the 
registrant or by rendering professional services yet nothing is said in the registra- 
tion statement concerning these gains. This, of course, constitutes an omission to 
state a material fact. 
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The above are but a very few of the objections raised to answers to questions in 
the registration statements of precious metal mining companies. The list could be 
extended indefinitely, because no two statements are exactly alike and one statement 
may have as many as twenty-five or thirty deficiencies. The illustrations chosen 
are of omissions met in the general run of cases where fraud on the part of the 
issuer is perhaps not intended. It is undoubtedly true that many such errors arise 
from ignorance on the part of those filing the statements. 


The conclusions to which this paper points may be summarized as follows: First, 
the dollar amount of ineffective issues under the Securities Act of 1933 is small 
relative to the dollar amount of effective issues. Second, the exemptions provided 





< 


in the Act make it less restrictive than a simple comparison of effective with in- » 


effective issues would indicate. Third, the Act has operated in such a way as to 
render ineffective a rather large percentage of precious metal mining issues, but 
investment trusts have been able to offer for sale most of the securities for which 
they have sought registration. Fourth, available information indicates that the 


ineffective investment trust and precious metal mining issues would have constituted 


poor risks for investors. Fifth, sufficient material for an adequate comparison of 
the investment status of effective and ineffective investment trust and precious metal 
mining issues has not yet been compiled. The one basis for comparison so far, 
i.e., selling commissions, indicates that the latter are inferior to the former. 











INVESTMENT BANKING METHODS PRIOR TO AND 
SINCE THE SECURITIES ACT OF 1933 


Paut P. Gourricu* 


INTRODUCTION 


This discussion of investment banking methods and the effects of the Securities 
Act of 1933 upon the practices in the distribution of securities cannot possibly possess 
the stamp of finality. Certain limitations must constantly be borne in mind. 

For example, there is not always agreement among persons active in the origina- 
tion, underwriting, and distribution of securities as to the meaning and significance 
of some of the observed changes; consequently, many of our interpretations and 
conclusions represent statements of opinion. 

Then, too, we are dealing with a very brief period of time, considering that our 
problem is to evaluate and decide upon economic trends. The Securities Act of 
1933 has been operative for about three and one-half years, and during the first half 
of this period there was little or no corporate financing of the sort which required 
investment banking assistance. Therefore, many of the features of today’s invest- 
ment banking mechanism are probably no more than the tentative adjustments of 
this industry to the changing economic and financial background. We most cer- 
tainly have not yet seen all, or even most, of the permanent effects of recent 
legislation. 

This conclusion is strengthened by our knowledge that the Act itself is still in 
the process of being interpreted and defined. These adjustments will continue as 
the administration of this legislation is oriented to new facts and to the changes 
which are, themselves, a result of this new machinery. 


Any analysis of the effects of the Securities Act upon the methods of distributing 
securities at the present time cannot overlook the fact that the period since the passage 
of the Securities Act has not only been short, but also somewhat unique in economic 
history. We have been operating during years of transition, while our productive 
and financial economy has been moving towards a new phase in its development. 
Business and finance are not only convalescing from a major depression, but are | 
also faced with new problems and operating conditions, of which this legislation is 


* Director of Research Division, Securities and Exchange Commission. Former Head Economist of 
Kuhn, Loeb & Company, New York City. The author was assisted in the preparation of this article by 
Mr. S. L. Osterweis of the Research Division of the Securities and Exchange Commission. 
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both cause and effect. It is clear that some changes would have occurred in the 
methods of investment banking merely because of the change in financial back- 
, » ground. Certainly, the trend towards greater disclosure and publicity in finance, 
which is the cornerstone of the Securities Act of 1933 and the Securities Exchange 
Act of 1934, had started prior to the establishment of the formal requirements of 
‘ these statutes. 

Despite this trend, publicity of investment banking operations was not general 
prior to the Act. Thus, it is likely that in many matters our knowledge of past 
conditions is not complete. There is no certainty that we have detected all significant 
changes or similarities in present methods as compared with those of the ‘twenties. 

However, in spite of the weight of these limitations, we have enough data in- 
telligently to discuss and describe present methods, and to gain some impression of 
the effect of the Acts and the Commission upon the technique and problems of the 
investment banker. 


SIGNIFICANCE OF THE PROBLEM 


The importance of investment banking as an industry is sometimes not fully 
understood. The average annual gross income from the primary distribution of 
securities during the period from 1926 through 1930 may be roughly estimated at 
$400,000,000, and, for 1929 alone, at over $600,000,000.!_ While these figures are by 
no means a complete picture of total investment banking income? they are equal to 
or greater than the gross commission or interest income reported by all stock 
exchange member firms and members during the same period. 

Such gross income is roughly of the same sort as “value added by manufacture” 
in the case of a manufacturing industry, and a comparison with figures in this 
category would place investment banking among the first eighteen industries during 
the period 1926-30 and among the first thirteen for the year 1929.* 

However, even more important than such considerations of size, is the fact that 
investment banking is one of the channels through which the nation’s savings are 
collected and distributed to the consumers of capital. The accumulation of savings 
and their distribution to industrial borrowers are linked to the basic problems of 
maintaining “balance” in our economy, and thus to the promotion of an efficient 
economic and stable social structure. Fundamentally, the protection of the investor 
lies not merely in “truth” and “disclosure,” as such, but also in the prophylactic 
effects of publicity in removing artificial pressures from the capital market, and in 


~ 


1 These figures have been arrived at by applying an estimated gross spread of 3% to the value of all 
corporate and foreign bonds sold during the period, 1% to the value of all state and municipal issues (ex- 
cluding United States government securities) and 8% to the value of all stock issues. 

* These figures do not include investment bankers’ profits or losses from secondary distribution, trading 
accounts and similar operations which, at least in certain years, were probably as important as primary 
distribution or more so. 

* Stock Exchange Practices, Pt. 17, Hearings before the Senate Committee on Banking and Currency, 
73rd Cong., 2nd Sess. (1934), Statements of Income and Expense, pp. 7869, 7875, 7881, 7885, 7899, 7921. 
*U. S. BurEAU OF THE CENsus, CENSUS OF MANUFACTURES (1927, 1929, 1931). 
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thus restricting the production of investment instruments to those economically 
desirable. 


InvesrMENT Banxkinc Meruons Prior To THE SEcuriTIES Act oF 1933° 


Investment bankers’ participation in the distribution of new securities has taken 
two major forms: (1) the distribution of securities to the public after the banker has 
purchased the issue from the issuer, or received an option thereon, or with the 
' banker acting as selling agent; (2) the “underwriting” of an offering of securities 
by a corporation to its security holders, by which the banker obligates himself to 
purchase all unsubscribed securities. In the following discussion, I shall not concern 
myself with the second of these to any great extent. Since the Act there have been 
relatively few offerings of this sort (although they are beginning to increase in 
number), and thus, while the method is an important phase of investment banking, 
we do not need to discuss it in considering changes caused by the Securities Act.® 


A. Origination 

The first step in investment banking, generally termed “origination,” consisted 
of the negotiations and investigations preliminary to any financing, and, later, the 
’ contracting of the banker or bankers with the corporation issuing the securities to 
be distributed. In the ‘twenties, the origination of most issues was handled by one 
investment banker, and this one banker would generally be the only house to deal 
directly with the issuing corporation. 

The choice of the banker usually followed from past relationships. It was cus- 
tomary for one firm to originate all the issues of an established corporation, and, 
consequently, there was a certain continuity of relationship between bankers and 
issuers. In the case of securities of corporations with no previous public financing 
where there were no such relationships, the banker or the corporation would fre- 
quently secure the business through the initiative of an intermediary, a “finder,” 
who would bring the two parties together. 

Before a banker would make any commitment with a corporation, particularly 
in those cases where he had not previously sold its securities, it was customary for 
him to engage in a rather thorough investigation of the issuer. From such an inves- 
tigation, he would first decide whether or not he desired to assume a banking 
sponsorship towards the issuing corporation, and, if this preliminary decision were 
favorable, the detailed analysis of the issue would aid the banker further in apprais- 
ing the quality of the risk which he was about to undertake, and then in determining 
the types of securities to be issued and the prices at which they should be offered to 
the public. This investigation was of great importance, because of the reliance 


5 The following discussion is based on methods used during the period from 2920 through 1930, or 
the "twenties. 

* Apparently the absence of many offerings to security holders is not an effect of the Act but rather a 
reflection of the stage in the business cycle in which we are operating. This is confirmed by the relatively 
greater number of such offerings in recent months, as more and more people are accepting the fact of a 
business recovery. 
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placed upon the name of the originating bankers and their judgment in choosing 
securities by other investment bankers who might participate in the “underwriting” ° 
and distribution of the issue, and eventually by the buying public. This investiga- 
tion by the originating banker, and his decision based upon such investigation, were 
therefore substituted for any independent analysis by security buyers. Unfortunately, 
there were cases where the investigation was so perfunctory as to be of no sig- 
nificance, and when this occurred. the mechanism was weakened at its very base, 
and investment banking became susceptible to serious abuse. 

The ultimate contract with the corporation in the case of most bond and better 
gtade stock issues was for a firm commitment to purchase, subject to approval of 
counsel. In the case of some stock financing, particularly issues of smaller and more 
speculative ventures, the contract would be for conditional purchase, or would pro- 
vide that the originating banker would have an option to purchase or perhaps act 
as selling agent for the issuing corporation. In all types of financing, there was 
some use in these contracts of “market” or “market out” clauses, which gave the 
bankers the right to cancel their purchase commitments because of changes in market 
conditions.” These were not the rule, however. 


B. Syndication 

While the origination of an issue would generally be handled by one firm, the 
remainder of the investment banking process was a series of steps, the purpose of 
which was to associate other firms and persons with the financing. This process 
generally assumed the form of an inverted pyramid, with the originating banker at 
the apex, with an increasing number of firms at each step, and with the base con- 
sisting of the selling group members. It is called “syndication,” and required the 
formation of various groups and syndicates, the purposes of which were two-fold. 
| Firstly, it was desired to spread the burden of the originating firm’s liability to take 
up the issue from the corporation. | Secondly, it was necessary to set up a mechanism 
which could distribute securities, and therefore to associate with the financing the ‘ 
actual retailers of securities, who as selling group members made up the base of the 
pyramid. 

The first stage in syndication usually occurred almost simultaneously with, and 
sometimes before, the signing of the purchase contract, when the originating banker 
would invite other firms to participate in the financing. He would offer such par- 
ticipations on the same terms as those in his contract with the issuer (except that, 
in such cases, he would generally receive a small fee for originating and managing 
the issue), or he might form a relatively small group, in which he would have a 
sizable interest, and this group would purchase the issue from him at a slight in- 
crease over the original purchase price. The formation of these groups enabled the 
originating firms to spread the purchase risks attached to an issue. It also permitted 
them to make participations available on favorable terms to houses which would 


* For a discussion of the employment of such clauses at the present time, see pp. 56-57, infra. 
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be particularly helpful in distributing the issues, to those which had in the past 
reciprocated, or might at a later date reciprocate business or be useful in some other 
manner, and to those whose inclusion in the business was suggested by the issuing 
corporation. 

_ The next stage in syndication involved the association of retailing organizations 

“or dealers with the financing.* Three alternative methods for codrdinating dealers 
were employed in the ‘twenties. These methods varied in the extent to which 
dealers were required to take over the function of assuming risks; but in all cases, 
members of the groups were expected to sell securities. For the most part, these 
three methods were successive, in the point of time, although there was some over- 
lapping. 

The first stage was the unlimited liability selling syndicate. In such a group, the 
participant agreed to have a pro rata share in the purchase of the issue by the syndi- 
cate and further agreed to take up his share of any unsold securities remaining in 
the syndicate upon its expiration. In addition, each participant had the right to sell 
securities, receiving a commission on all such sales. However, no matter what the 
amount of his sales or whether or not they exceeded the amount of securities for 
which he was liable, he still retained his liability to take up his proportionate share 
of unsold securities. 

, The next stage was the limited liability selling syndicate, in which the responsibil- 
ity of each participant to take up securities was specifically reduced by the amount 
of his sales. For example, if a dealer’s participation in such a syndicate were $100,- 
000 of bonds, and he sold $100,000 of bonds, he would have no further liability in this 
respect, even though the syndicate as a whole had a quantity of unsold securities. 
However, both unlimited and limited syndicates generally carried the risks of the 
syndicate trading account, and since this liability was unaffected by a participant’s 
sales, he did not completely restrict his risk. 

The third phase was the selling group, where the dealer relieved himself of all 

| liabilities except those of the actual retail distribution of securities. He no longer 
carried the liabilities for the syndicate trading account. Each dealer merely agreed 
to take up for resale a stated number of securities in accordance with fixed public 
offering terms, in return for a stated selling commission as compensation. The 
members’ real financial liability was restricted to taking up the amount of securities 
for which they subscribed. In some instances the liability of the selling group was 
even less, when there were no allotments of securities but the members merely sub- 
scribed upon receipt of orders from customers. The selling group functioned much 

*It was customary for those originating and wholesaling firms which had distributing organizations 
to participate as retailers in any financing with which they were associated. This was an important factor, 
since, by the end of the ‘twenties, most of the large firms had substantial sales forces. The bank affiliates 
were particularly active in constructing substantial retail organizations and would generally retail approx- 


imately one-half of the amount of securities for which they had committed themselves as originators or 
members of one of the purchase groups. 
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liability, its risks were only those connected with retail distribution. 


affiliates of commercial banks. 


assured themselves that their liabilities would be spread or insured. Wh 


the trading account. The banking group was frequently formed abou 


however, participation in a banking group was relatively riskless, because 


have been sold to the selling syndicate. It is clear that, to a certain 


compensation to large distributors. 


the new issue in the open market when price weakness appeared during 


stabilizing.” 








The general mechanism of syndication which we have described was 
sell an issue at a fixed price. As one part of this, the manager stood ready to buy 
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As the above description of these three stages in syndication indicates, there was 
a tendency throughout this period for the dealers to carry less of the liabilities in 
connection with the original purchase of an issue, and to restrict themselves solely 
to its distribution. This tendency may be further described as one towards a separa- 
tion of the two functions of risk assumption and selling. It was contemporaneous 
with the development of large selling organizations by many of the dealers, as well 
as by a large number of the leading originators of securities, particularly the security 


This separation of functions, which took place when the selling group and the 
limited liability selling syndicate were used, was accompanied by the formation of¥ 
an intermediate or “banking” group. By this means, the purchase group 


members 
en the sell- 


ing group was used, this intermediate syndicate aided in carrying the liabilities of 
§ group y ying 


t the same 


time as, or prior to, the formation of a selling group. It distributed the risks as- 
sumed by the purchase group over a larger number of firms than the ten or fifteen, 
and sometimes less, who participated in such purchase groups. This function might 
be performed by the banking group purchasing the issue from the purchase group 
and immediately offering it to the selling group or syndicate, or by this banking 
group agreeing to take up any securities which the purchase group might fail to 
sell to or through the selling group; z.e., “underwrite” such sale. Its job, in any 
case, was to stand ready to take bonds not sold to or through the selling group; in 
addition, it bore any risks of the trading account in the new issue. In many casé., 


of the fact 


that, prior to or simultaneously with the formation of such a group, the issue might 


extent, the 


group was used not only to distribute liabilities, but also for the purposes of giving V 
favors to and gaining business from larger and powerful houses, and of giving extra 


set up to 


the period 


of distribution, and thus maintain this fixed public offering price. This process, 
usually conducted by the trading account, is now referred to as “pegging, fixing and V 


Such trading enabled the distributing bankers to provide some demand for the 
issue in the open market, which would be lacking if the issue were not well received 
and which might also be absent for technical reasons. During the period of dis- 
tribution, the demand for a security at the public offering price would not generally 





the same as the limited liability syndicate, but, not carrying the trading account | 
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evidence itself on exchanges where commissions must be paid, but would restrict 
itself to purchases from dealers selling the new issue on a net basis at the public 
offering price. Thus, whatever offerings were made by the public in the open 
market, while distribution at the public offering price was continuing, would fre- 
quently meet no demand at this price and therefore might tend to reduce the market 
price below the offering level. . 

Any decline in the quoted market price substantially below the offering price 
might disrupt the distribution of an issue, and the bankers attempted to avoid this 
by supplying demand for the issue at the offering price, through the bidding and 
buying of the syndicate trading account. When the need for this support was 
deemed likely, the distributing bankers would attempt to supply themselves with 
buying power by over-selling the issue, although clearly if the issue were unsuc- 
cessful it would be difficult to sell even the amount of the issue, much less accumulate 
a short position. The covering of the short position provided the needed support 
when liquidation appeared. Out of a sample of fifty-nine bond issues sold in 1928, 
trading accounts were employed in the distribution of forty, or about two-thirds. 
The total purchase of such accounts averaged about 714% to 8% of the total amount 
of bonds offered, and total purchases and sales were, on the average, below 15% of 
the amount of the offering.’° 

Further analysis of these bonds brought out during 1928 indicated that the 
issues for which syndicate trading accounts were formed sold at less favorable prices 
after “seasoning” than did the issues without such accounts. After correcting for 
changes in the general level of bond prices, it was found that issues with trading 
accounts sold, on the average, at 91.3% of their offering price, during their second | 
year after offering. However, issues without trading accounts sold at 95.2% of 
their offering prices during the same year. While both types failed to perform as 
well as the market, the failure of the issues with trading accounts was significantly 
greater than the failure of the issues without trading accounts. These relationships 
do not necessarily indicate that trading accounts were responsible for poor behavior. 
They do, however, suggest possible weaknesses of such practices. 

Whether or not there was justification for syndicate activity in the market in 
order to maintain the public offering price, the mechanism created to carry on this 
trading was capable of abuse, and was abused during the ‘twenties. There was no 
disclosure of the position or activity of the syndicate trading account, so that fre- 
quently the volume of its trading was much in excess of that required to take care 
¥ of a “normal” market supply of securities resulting from the over-flow of distribu- 
tion, and instead created a manipulative and highly artificial price. 

This process of syndication performed the two-fold purpose of assuring an issuing 


corporation of the desired funds (and distributing the risk involved in such guar- 
*It is also alleged that such trading accounts may, at times (particularly in distributions of stocks), act 
to stabilize the market in the other direction by selling securities and thus restricting excessive price rises. 
1° These figures for purchases and sales of the trading account include, in addition to open-market 
transactions, trades with members of the selling group or syndicate. 
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antee or purchase), and of constructing a retail or distributing organization for plac- 
ing the securities in the hands of ultimate buyers. The system was geared up for 
wide distribution. Selling groups or syndicates generally consisted of a large number 
of dealers widely scattered throughout the United States, and sometimes abroad as 
well. The number varied, of course, with the size of the particular issue; it was per- 
haps 300 for an issue of about $15,000,000 of bonds and for larger issues sometimes 
exceeded 800 or goo. Among this number were many retailing organizations, par- 
ticularly the bank affiliates, which had widely scattered branches and were them- 
selves capable of selling securities in every part of the United States. 

Syndication was also set up in order that securities could be disposed of rapidly, 
and the liabilities and risks which followed from carrying ‘an inventory kept at a 
minimum. So far as the originating or wholesale houses were concerned, this was 
accomplished by the speedy formation of selling groups or syndicates. So far as 
the retailer was concerned, speed was achieved by having efficient and extensive sell- 
ing organizations. The rapid pace was sustained through the actual retail distribu- 
tion because of the condition of the capital markets which prevailed during most of 
the ‘twenties. Issues could be sold within a very short space of time after the 
original public offering, sometimes less than twenty-four hours. This fact, together 
with the absence of public information concerning an issue prior to the offering date, 
made it impossible for many buyers of securities to have much knowledge of what » 
they were purchasing. 

The compensation to the investment banker for this underwriting and dist 
tion of securities varied, of course, with the particular issue. As a general ruse, 
the gross compensation is measured by the difference or “gross spread” between the 
price at which the originating banker purchased the issue from the issuing corpora- 
tion, and the price at which dealers and retailing organizations sold to the public. 
What figures we have, and these are not complete, indicate that from the period 
from 1920 to 1931 the average gross compensation on issues of all domestic railroad 
bonds was slightly less than 3% of the par value of such issues, and for most, if not 
all, foreign bonds sold in the United States, 5% of par value. For the years 1927 
to 1931 for a sample of high grade domestic corporate bonds, the average spread was 
about 3% of par value. 

With the exception of the railroad issues, which include all issues approved by 
the Interstate Commerce Commission, our most trustworthy sample is for sixty-five 
bond issues of $3,000,000 or more offered during 1928. The gross spreads for such 
issues varied between 1.84% and 8.01% of the public offering price. The average 
was 4.28% with about 83% of such issues having spreads of more than 2.70% of 
public offering price. 

The gross spreads on a sample of preferred stock issues of $2,000,000 or over 
floated in 1929 (nineteen in number) averaged about 5% of public offering price. 


< 


18 Other spreads for bonds have been expressed as percentages of par or face value. This difference 
is not of great importance since, on the average, bonds are originally sold at or very close to par or 100%. 
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The entire gross spread did not go into the pockets of the originating investment 
bankers, but was distributed among a large number of firms. Each syndicate or 
group would receive a portion of the gross spread, and the originating bankers par- 
ticipated in diminishing quantities in each group from purchase to selling group. 
Thus they retained the entire spread on only a portion of the issue, and hence, while 
the investment banking machine, as a whole, was compensated by the gross spread, 
this is not the measure of the profits of the originating firms. All gross profits were 
also subject to the expenses of distribution, which included charges for advertising, 
legal and other services, although these were sometimes paid, in part or in whole, 
by the vendor or issuer corporation. Perhaps the most important potential charge 
against gross profits was the possible and frequent losses from trading account 
operations. 


C. Summary 

The outstanding characteristic of investment banking during the ‘twenties proba- 
bly was the speed of distribution. It appears that there was a definite tendency for 
the policy of investment bankers to be dominated by their knowledge of the fact 


‘ that the mechanism of syndication would permit rapid and effective selling, at times 


regardless of the quality of issues. In part, this was possible because all the par- 
ticipants in syndication and the ultimate buyers placed much reliance on the originat- 
ing and participating bankers and their judgment in choosing a new issue. When 
this judgment was directed by thoughts of immediate profit, when investment 
bankers made their decisions to associate themselves with the distribution of an issue 
not on the basis of conservative appraisals but rather because of the clamor of their 
distributing organizations for securities, when, in other words, the “tail” began to 
“wag the dog,” this reliance on the originating banker was unsound. In fact, this 
faith, instead of protecting the investor, led him astray. Furthermore, the ease of 
selling poor quality and overpriced securities was enhanced by the frequent absence 
of adequate information for buyers of securities and for security analysts and ex- 
perts, who might aid buyers in reaching considered judgments. Sometimes, the 
information was not even available to the bankers, so that their judgment, though 
honest, might not have been based on enough information to be accurate; in many 
cases, whether or not the information was available to the firm, it was not disclosed 
to the public in an unambiguous manner. It is because of the many instances of 
these conditions which were revealed when, with the depression, the light of public- 
ity was directed to these transactions, as well as the more shocking examples of 
suppression of factual data, that’ the Securities Act, based upon the principle of 
adequate disclosure, was passed. 


INVESTMENT BANKING SINCE THE SEcurITIEs Act 


In discussing present investment banking operations we limit ourselves to issues 
registered under the Securities Act of 1933, and, for the most part, to bond financ- 
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ing.11_ These limitations do not affect our comparison with earlier methods, how- 
ever, since registered issues have constituted the bulk of recent corporation financing, 
as is indicated by Table I which presents a summary of capital flotations during 


Tasre I. New Capirat Fiotations Durinc 1935 AND 1936 
(Gross Proceeds of Issues over $100,000, Offered for Sale) 
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*Total after revision of the monthly figures for state and municipal issues. The actual total of the unrevised figures is 
$1,193,262,022, for state and municipals, and $4,442,233,610 for all non-corporate issues. 


*% We do not concern ourselves with the financing of promotional ventures under the Securities Act, 
although this field is of much interest in connection with a study of investment banking. Apparently, it 
is difficult to raise funds for these companies, at least in part, because of the absence of banking assistance. 
Studies of the Commission have indicated the following facts with reference to these promotional ventures: 
(a) there is a general absence of any firm banking cpymmitment, with only about one out of every twenty 
issues having firm underwriting; (b) there is pe inability thoroughly to distribute these securities, 
since, of about 45% of the total amount and 40% of the total number of issues for which registration 
under the Securities Act was effective, not one share of stock nor one bond was sold within the year 
following the effective date of the registration statement, and, on the average for all issues, less than 20% 
of the amount effectively registered was actually sold within this period (about 85% of the total sales 
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1935 and 1936. The only important class of corporate securities omitted are those of 
railroads, and only a relatively few have been sold during the past two years.’ 
Some of the characteristics of securities distributed since the Securities Act are, of 
course, different from those of issues sold during the ‘twenties. Particularly impor- 
tant is the fact that most recent bond issues, and bonds have constituted the bulk of 


 flotations, have been for the purpose of refunding outstanding indebtedness. They 


have sold at low coupon rates and very low yields. In fact, it is probable that, with 
respect to bond yields, recent financing has been somewhat unique. 

A further influence is the fact that some recent redemptions have been carried 
out, in part, through the use of cash holdings of the issuing corporations, so that, 
as a result, there has probably been a shrinkage in the amount of corporate bonds 
outstanding. This probable restriction of supply and the very definite demand for 
high-grade securities have been important factors in the recent history of the capital 


markets. 


A. Origination 

The first change which is noted and which is a direct effect of the Securities Act 
is the changed structure of the original purchase of an issue from the issuing cor- 
poration. A substantial number of houses now sign the purchase contract with the 
issuer while, prior to the Act, it was customary for this contract to be made by only 
one banker and the company. In most cases, one banker still originates the issue, 
handles negotiations in connection with it, acts as manager of the purchase group, 
and directs the whole process of syndication, but the actual assumption of the 
contractual liabilities with the issuer or vendor is now generally made by a number 
of houses. 

One of the reasons for this change is that, today, under the Act, there can be no 
offering of the bonds before the registration statement for the issue has become 
effective, or, generally, twenty days after the original filing. The information re- 


‘ lating to the underwriting contract, etc., must usually be filed before the statement 





can become effective, and is customarily filed between the fifteenth and nineteenth 
day after original filing. This requires the contract to be signed several days before 
the effective date and the date of public offering. Since no offering can be made 
by the underwriters until the effective date, the result is that whoever signs such a 
contract bears the liability until the effective date, without being able to make any 
offering during this period in order to distribute such liability. Such liability can, 


being made within the first six months after the effective date); (c) the investor pays a disproportionate 
cost for his investment in such companies because of the watering of stock by issues to promoters, the 
latter receiving, on the average, about three-quarters of the equity securities for less than one-quarter of 
the total investment, or about ten times as much as the public for an equal dollar of investment; (d) the 
expenses of distribution are high, averaging about 10% to 1 5% of the amount contributed by all investors. 

142 Even in the case of exempted securities such as those of railroads the effects of the Securities Act are 
noticeable. For example, a study of prospectuses used in connection with railroad issues before and since 
the Securities Act reveals a much more complete disclosure at the present time. Particularly important is 
the fact that only recently have such prospectuses disclosed the amount of the gross banking spread. 
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of course, be distributed by the formation of a subunderwriting group after the 
effective date, but by that time liability will already have been shouldered, at least 
in substantial part, by the members of the selling group who subscribe for securities 
immediately after the effective date. 

Another factor responsible for the larger purchase groups is the civil liability 
which each underwriter bears towards purchasers of securities, under Section 11 (e) 
of the Securities Act. Since this section provides that the limit of such liabilities 
shall be “the total price at which the securities underwritten by him (the under- 
writer) and distributed to the public were offered to the public,” it has seemed de- 
sirable for each firm to limit the amount of securities of which it is technically the 
underwriter, and hence reduce its contingent liabilities. Thus, it has been the gen- 
eral policy to permit many houses to enter into contracts with the issuer, each house 
making a several purchase of a portion of the issue. By this means the liability of 
each firm has been limited to that portion purchased by it, and the larger the group, 
the greater the opportunity for each firm to reduce its contingent liability and under- 
writing risk. 

For these reasons, it has been customary for a rather large group to contract 
with the issuer, and for the purchase liability and the Securities Act liability for an 
issue to be spread, as soon as assumed, over five to twenty-five firms, and sometimes 


more, depending on the size of the issue. In effect, the purchase group is thus 


formed before the underwriting agreement is signed and the first two stages of the 
old syndication process are combined into one. 

A somewhat different method was tried experimentally some months ago. The 
registration statement for an issue became effective without complete information 
having been filed as to underwriting arrangements, price, etc. After the effective 
date, an underwriting contract was signed, and immediately thereafter the under- 
writer made an offering to sub-underwriters, the latter agreeing to take up any 
securities not sold to the selling group. By this means the underwriter distributed 
his liability as soon as he assumed it from the company. After that, a post-effective 
amendment completed the registration statement and the issue was offered. How- 
ever, this practice required special treatment of amendments and registration state- 
ments by the Securities and Exchange Commission, and, at the present writing, the 
Commission’s policy is not to permit such amendments.** 

Whether or not sub-underwriters are desirable cannot now be stated. Their 
services are likely to be most useful when more speculative issues appear in more 
substantial quantity, and when the market is more a buyers’ than a sellers’ one. 
However, it is also possible that sub-underwriting after the effective date will be a 
satisfactory solution to the problem. 

Because of the fact that most recent bond issues have been for the purpose of re- 
funding outstanding obligations, negotiations and investigations preliminary to each 
issue have been somewhat restricted. Furthermore, there has been no use of finders 
8 See N. Y. Times, Aug. 12, 1936, and also June 16, 17, 1936. 
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in connection with such financing, since firms with established relationships have 
generally engaged in these flotations.’* In the case of stock financing, however, it 
would appear that the employment of finders and the process of investigation are 
much the same as prior to the Securities Act. 

Of particular significance is the change in the type of contract which the purchase 
group members or underwriters make with the vendor corporation. In the case of 
high grade bond issues, most commitments before the Act were unconditional agree- 
ments for outright purchase by the banker. Today, in contrast, there is fairly general 
use of a broad and sweeping type of hedge clause which is generally called the 
“market” or “market out” clause.’® 

A typical example of what we refer to as a “market clause” follows: 

“____—. & Co., as representative of the Underwriting Group, may, in its discretion, 
terminate this agreement without liability on the part of the members thereof if, prior to 
the time for delivery: 

“(2) Any substantial change in the financial position of your Company, or any sub- 
sidiary, or in the existing operating, political, economic or market conditions shall have 
taken place, which, in the judgment of —-—— & Co., as the representative of the Under- 
writing Group, with the concurrence of Underwriters who, together with it, have agreed 
to purchase not less than 50% of the aggregate principal amount of the Bonds, renders 
it impracticable or inadvisable to market the Bonds at the price to the public named in 
paragraph ——.” 


It will be noted that this clause differs from the so-called “force majeure” clause*® 
in that it covers “any substantial change in political, economic, financial, or market 
conditions” and is not restricted to those of a catastrophic and necessarily rare char- 
acter, but may include, as well, those relatively small fluctuations in prices which 
occur frequently. 

The revival of financing in 1935 was accompanied by a rather widespread use of 
such clauses. More recently, there has been a tendency on the part of some firms to 


“This is true even when the firms have been newly organized, for in such cases connections which 
partners or officers had previously developed have, to a large extent, been the basis on which participations 
in recent issues have been secured. There has, of course, been some realignment of participants on the 
basis of new associations and the development of new distributing organizations. 

In addition to the use of “market clauses,” there have been many other changes in the form oft 


purchase contracts. There is a much greater disclosure of the terms on which the underwriters propose to 


offer an issue, and adherence to such terms has been made a part of the contract. This information includes 
the public offering price, spreads to dealers, permissible reallowance concessions by selling group members 
to other dealers, and in some cases other details of the selling group agreement. Frequently the contracts 
provide for the payment of the bankers’ counsel fees by the issuer (although this seems to have been 
fairly common before 1933) and in some cases where newspaper prospectuses have been employed the 
issuer has agreed to make payment of some of the costs of advertising. 

1«Tf | | . prior to the closing date there shall have occurred anywhere any major ‘catastrophe, such 
as the outbreak of war, national calamity, act of God, or panic, which materially disrupts the financial 
markets of the United States, and which, in the judgment of such number of Underwriters as have in 
the aggregate agreed to purchase more than 50% of the principal amount of the Bonds, renders it im- 
practicable or inadvisable to consummate the public sale of the Bonds at the price and in the manner 
above provided . . . then, in any such case, the Underwriters, or any of them, shall have the right, in 
their or its discretion, to terminate their or its obligation under this agreement by notifying the Company 
by telegraph or telephone and confirmed in writing at the Company's office. . . .” 
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drop these “hedges” and to make firm commitments; but despite a decrease in the 
use of the “market clause,” it is nevertheless much more widely employed in bond 
financing than was the case prior to the Act. 

The principal and most vital factor in the use of market clauses is the time 
during which they may be exercised. In some cases, the underwriters may cancel 
because of changed market conditions only up to the date of public offering. In 
others, they may cancel up to some time after the date of public offering—usually 
the date of delivery of bonds by the company and payment for them by the under- 
writers. In the latter case, there is almost a legal nullification of the purchase, since 
the underwriter then has the option of avoiding his liability in case market condi- 
tions change in such a way as to make it impossible for him to sell the issue im- 
mediately, at the price previously selected. 

The significance of such market clauses is open to varying interpretations. It is 
claimed that clauses of this type are not new, and it is true that they were used 
quite widely prior to the Securities Act. However, for the most part, such use was 
restricted to issues of stock or securities of a more speculative nature, where there 
were admitted uncertainties in connection with the financing. Moreover, even in 
such cases, it was not general for the hedge clause to give bankers the right to cancel 


after a public offering of the issue, and provisions of this sort have been used quite 


frequently in recent issues, and in many cases of issues of very high quality. The 
use of such hedge clauses may be a result, in part, of the Securities Act. How-*’ 
ever, of even greater significance was the general uncertainty of the financial com- 
munity when the revival in financing occurred and the resultant unwillingness of 
bankers to take commitments unless they had securely hedged themselves. 

At the present time, however, clauses persist although the need has apparently 
dwindled, and thus they may represent a definite tendency towards weaker banking \ 
commitments, despite the excuses which are made for their use. It is claimed that 
such clauses represent merely a product of a careful legal drafting, that no banker 
would actually dare to withdraw from an issue once he had offered it to the public 
since to do so would destroy his reputation, and furthermore that no one has used 
such clauses in any case. As to the last, the absence of cancellations because of the 
“out” clause would seem to have been, in large part, the result of the condition of 
the securities market and the fact that there has been little or no need to withdraw 
from the flotation of recent securities. As to the ruination of the banker’s reputation 
which would follow if such cancellation occurred, a good case on the other side 
can be made for the strengthening of his position with customers and dealers if he 
were to cancel the sale of an issue, rather than to proceed with its distribution in a 
declining market, with consequent loss to purchasers and dissatisfaction among 
dealers.17 


The attempt to avoid liabilities has led to the use of other clauses in underwriting or other contracts, 
the wisdom and even legality of which are subject to doubt. 
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B. Syndication 

So far as the retailing of securities is concerned, there has been no great change 
from the methods in vogue prior to the Securities Act. By the end of the ‘twenties 
the selling group had become the dominant type of retail syndicate, although it is 
true that other forms of syndicate were used. Therefore, the fact that at present we 
find only the selling group is not a change, but merely an extension of a trend 
already observable prior to the securities legislation of 1933 and 1934. 


There have, of course, been some changes in the process of forming the selling 
group, because of the twenty-day waiting or “cooling” period and other features of 
the Securities Act. Some of the mechanical changes are also the result of the Code 
of Fair Competition for Investment Bankers and the retention of some provisions 
of this code by many of the banking firms. For example, it has been the practice 
for many firms, when acting as originating banker and manager of the purchase 
‘ group, to send preliminary information to dealers two or three days before the 
effective date of the registration statement for the issue about to be distributed. 
Such preliminary material includes “red herring”** prospectuses and preliminary 
selling group letters. These contain all the facts in connection with the issue and 
the selling group, except such items as price, banking commissions, amount of par- 
ticipation, profit, etc. When the registration statement becomes effective, the man- 
ager sends out complete prospectuses and selling group contracts. This preliminary 
notice, which helps to disseminate the data made publicly available in the registra- 
tion statement, is not required by the Securities Act of 1933, and is thus clearly a 
result of the Code, which provided for a three-day notice to dealers of selling 
syndicate and selling group participations. 

A further change in the form of operation of present retailing and wholesaling 
, is found in the method by which purchase group members or underwriters retail a 

share of their participations. In the ‘twenties, it had been customary for each pur- 
. chase group member, at least those who wished to retail securities, to take a par- 
ticipation in the selling group or syndicate equal to a part of his purchase group 
participation. Since the selling group theoretically purchased bonds from the pur- 
chase group, such a firm would in effect be selling bonds to itself. Recently such 
. resales have involved transfer taxes in the case of bond issues, while there had been 
no such taxes in the ’twenties, so that it became advisable to eliminate this unneces- 

* This term arises from the fact that across the face of these preliminary documents there is usually 
printed or stamped in red ink a legend somewhat in the following form: “A Registration Statement 
relating to the proposed security referred to herein has been filed with the Securities and Exchange Com- 
mission under the Securities Act of 1933, as amended, but has not yet become effective. The informa- 
tion contained herein is given circulation solely for informative purposes and is subject to correction and 
change without notice. Under no circumstances is it to be considered a prospectus or as an offer to sell 
or the solicitation of an offer to buy the proposed security referred to herein, and no offer to buy or sell 
such proposed security should be made nor will such offers be accepted either by the Company or by any 
of the prospective Underwriters prior to the effective date of the Registration Statement, and the offering 


of the security. Such offers should be made only on the basis of the authorized. Prospectus if and when 
issued after the effective date of the Registration Statement.” 
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sary resale. Consequently, at the present time, purchase group members retain a 


portion of their participations and offer only the remaining portion to the selling » 


group. However, since they are bound by the purchase group agreement to obey 
all selling group restrictions in retailing their securities, the effect is the same as if 
they were selling group members, except that they are aware of the extent of their 
commitments prior to the dealers. 

In this connection, it has been suggested that purchase group members are now 
retailing for their own account a larger portion of their purchase group participa- 
tions than they did in the ’twenties. At the present time, this percentage runs from 
forty to sixty percent for most houses and is probably closer to the higher figure. 
Although we have no strictly comparable information for the period prior to the 
Act, it would appear that this percentage is higher than that prevailing in the 
twenties. 

In general purpose and form, it is clear that the syndicate mechanism of the 
present is not radically changed from that existing prior to the Securities Act of 
1933. The aim is still to sell securities rapidly and widely. As part of this, pegging, 
fixing and stabilizing is still regarded by bankers as necessary, in order that a fixed 
public offering price may be maintained. However, two factors have tended to limit 
the need for syndicate trading accounts in connection with the distribution of most 
recent issues and similarly have restricted the amount of oversales. In the] first 
place, the market for high grade bonds (which comprise the bulk of syndicated 
securities) has been strong and generally rising and new issues have been restricted 
mostly to relatively stable refunding operations. In the \second place, new issues 
are, for the most part, no longer traded on exchanges during the period of distribu- 
tion. Securities can not be traded on an exchange on a “when issued” basis (except 
issues offered to holders of securities already traded on an exchange, providing such 
issues will themselves be traded on an exchange). Moreover, admission to unlisted 
trading privileges is no longer generally possible and admission to regular listing, 
during the life of the purchase and selling groups, has recently not been the practice. 
This absence of a listed and widely publicized market probably limits the activity of 
new issues and the need for substantial trading account activity to peg the price. 

In only about one-third of recent bond issues have trading accounts been used 
and the activity of such accounts has generally been lower than that found in the 
late ‘twenties, with purchases averaging about 3% to 4% of the amount of offering 
or about one-half of the ratio observed in the earlier period.?® 

Undoubtedly of great.influence upon such pegging and stabilizing has been the 
Securities Exchange Act of 1934 which provides in Section 9(a) (6): 

“Sec. 9(a) It shall be unlawful for any person, directly or indirectly, by the use of the 
mails or any means or instrumentality of interstate commerce, or of any facility of any 
national securities exchange, or for any member of a national securities exchange . . .” 

“(6) To effect either alone or with one or more other persons any series of transactions 


*See p. 50, supra. 
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for the purchase and/or sale of any security registered on a national securities exchange for 
the purpose of pegging, fixing, or stabilizing the price of such security in contravention of 
such rules and regulations as the Commission may prescribe as necessary or appropriate in 
the public interest or for the protection of investors.” 


Although the Commission has, as yet, made no specific rules on the subject, the 
existence of penalties in cases where it is adjudged that transactions were manip- 
ulative in nature, rather than stabilizing, has probably limited trading account 
activities.?° 


D. Distribution 
The scope of distribution is still wide, and in most recent issues selling groups 
have been composed of dealers from all parts of the country. Table II indicates the 
geographic distribution of underwriters’ sales and selling group participations of 
eleven recent bond issues, and shows sales made in practically every section of the 
country. 
Perhaps of more importance than this widespread distribution, has been the great 
¥ concentration of demand for recent bond issues among institutions. Our present 
system of distributing securities has been organized to sell throughout the United 
States to many scattered purchasers. Yet, it is clear that many recent issues could 
‘ have been sold to a very small number of insurance companies and banks. The im- 
portance of institutional buying is illustrated by Table III which presents a classifica- 
tion of purchasers for seven large issues sold during 1935. It is further shown by 
the accompanying Table IV indicating the extent to which new security purchases 
by life insurance companies move with total new flotations, and the apparent portion 
of such flotations taken by insurance companies. 


P 


The story from such data is clear—institutions are buying most of the new bond 
issues. This condition has led to situations in the distribution of some of the 
recent refunding bonds where an insurance company, in order to get as large a 
portion of the issue as it wished, has been forced to purchase from more than 100 
dealers. It would appear, therefore, that the syndicate mechanism set up for the 

Ypurpose of wide distribution has not been necessary in the case of many recent 
issues, and, on the contrary, may have been distinctly unnecessary. In reply to 
such contentions, however, it is suggested by investment bankers that, if it be neces- 
sary to have this type of mechanism for the distribution of issues of a type different 
from present high grade refundings, then it is necessary to give the dealers some 

™ Because of limitations of space, we have not discussed secondary distribution. This very important 
phase of investment banking involves either the distribution of unsold portions of new issues at some 
time soon after the termination of the syndicates concerned with the primary sale, or the redistribution of 
blocks of outstanding issues too large to be sold through customary market channels. Secondary distribu- 
tion is particularly important from the point of view of the problem of the trading account because there 
is generally an established open market in the issue. Distribution in the face of active markets has, in 
many cases, been accompanied by substantial volume in the trading account. In seven secondary distribut- 


tions of stock during the period 1931-34, the total volume of purchases and sales of the trading accounts 
averaged about 65% of the amount of securities offered, and in one issue, was over 200%. 
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Taste II. Geocrapuic DistrisuTIoN oF Retait SALEs oF ELEVEN REGISTERED Bonp IssugEs 
Sotp Durine 1935* 
(In Percentages of Total Amount of the Issues) 








Total: Total: 
Estimated Retail Sales in: 11 Issues Estimated Retail Sales in: 11 Issues 

PARURION sos cae eee ees esa shwde eee 06 INOW INOS occ cctivicoseusleceeue ces 36.43 
PRIM ccfoc oh eaten siecle awees .02 INCRE CRTONUE 6:55.00 nas epee cess 01 
oS OS Cg -02 INGMENRINROURS ¢.6'o5 cc ncleckeceuones 01 
OS 0 RO a ee 7.78 RIDER 3 Gets cso cow A oemiecen eet 2.27 
CON I ae S20 RIANA. 655.0 dbbdbcslecewneees ea -06 
ROGITSECEIGINE 50a 6 <6 i050: siarsic are Ss cssiecerelats 3.14 MRP iiesie's.0 iiciw tities ds ieeiecinelets ose 
DEIR WARIO Go 55 oso os eiint cases snare BL) PORMEVIVAIIRS «-6.¢ ccbecdicciceceeus aie 9.67 
Leo aR ar ir ee a 10 MRMMAB EMIRATE 6-<. 5.0.0 dhs sic oceoounene 74 
NPP is Soca sO sheave Saweees 38 DCE OMPOIB So oc sce sciiceceonsces 02 
MIRED Narrows cied ciao cies same te one eats 01 SSOHI UIT MMODER 6.6. s: sic%5.c0 cree crosieie wee 02 
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ANBAR hei 532 (5 aioe is Sis ioe aise Sewielewne Pet2 SUMMER oreo los 43'0:0.5/esdisigiewinlw aQeatents 25 
LO. LS IS ace Regs Earn at 88 MRM Sa sehen /h00.b0.0.6 bicacle coeelnen 05 
POMBE Fein Von oto as Sas ete eieuloSseaus .06 Mo ee ere er: 49 
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PRIMEPESOR os sn ccd aed oxen 1525 Hawaii and Honolulu.............. -06 
“UOTE a 1.21 NDI oss orale ors ose ae as claire Bh 
ROMER RS oc 72.00 s Seated esse sees 03 [UN Cn eee ener 02 
PRORUERS sic a eee koe seis saat 54 South and Central America......... -002 
New Hampshire..................-- «52 MAURER ics s(oosa's su Manca ak aie red -0003 
WHEW MEINE oe. ci Ce oi Seabees 3.01 

















*Based on the actual location of retail sales of purchase group members, and the location of dealers to whom selling group 
participations were pve It has been estimated that these figures are over 90% correct as an indication of retail sales for 
the $398,600,000 of bonds covered. 

, Ingeneral, these data reflect primarily the location of distribution facilities rather than the location of wealth and popula- 
tion, although there is much inter-relationship between these. 

tNew York sales include sales to houses which, through branches, distribute outside this area. 


business in the present issues in order to keep them alive for such subsequent 

operations. Perhaps more important is the desire of most issuing corporations to 

achieve a wide distribution of their securities, in order that they will not be de- * 
pendent upon a restricted demand in future financing, and in order generally to 

improve their credit standing. 


E. Private Placing 

This concentrated institutional demand has made possible the use of private , 
placing as a method of distribution. This method involves the distribution of an 
issue to a limited number of purchasers, through the agency of a banker or other 
intermediary, or directly by the corporation. It does not necessitate registration 
under the 1933 Act, if there is no public offering in the sense of the Act. Its early 
use was stimulated by a desire to avoid the liabilities of the Securities Act and it 
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Taste III. CrasstFicaTIon oF Buyers For SEVEN Issues REGISTERED UNDER THE SECURITIES 
Act oF 1933 AND Sop Durinc 1935* 
(In Percentage of Total Sales Taken by Each Class) 











IssuEs 
Type of Buyers A B g D E F G 
Trust Companies and Commercial Banks. ....... 58.0 | 62.7 | 63.2 | 28.3 | 48.1 | 61.2 
52.4 
RUMOR MERNES FG aia 3 ochicuneehnsueccasemacn 10:64 2:81 O84 7.2) 420) 1.1 


Life Insurance and Other Insurance Companies...| 12.2 | 3.8 | 4.3 | 46.0 | 18.1 | 16.2 | 40.2 


Corporations, Fiduciary Funds, Investment 





BUMRTBURIRE NCS. co60 baie sos cnisesstanwene 7.21 10.4] 10.8] 9.5|12.5} 8.6] 4.0 
RUPMMENBS EG Co ik sen ods Sindee sanawseea scccunaae oa 7211 24). 8 337 | 2:01 0.7 
PATNI Grohe iknow gioe i weaaasaesbas’ 6.6 | 13.2 | 18.9] 9.0] 16.6] 10.9] 2.7 

IONE arise sou skUN eS sows nS siSeeeee ee 100.0 }100.0 |100.0 {100.0 |100.0 |100.0 |100.0 


























“These data represent the experience of the retail selling organizations of originating houses which were members of the 
purchase a of the particular issues. They represent the distribution only of that portion of the commitment not released 
to the selling group, and do not necessarily represent the distribution experience for the whole of these issues. 


has continued on the theory that (a) it costs the issuing corporation less to float 
securities in this manner than through customary underwriting channels, and (b) 
the buyer gets the securities at a better price. These reasons are not altogether con- 
vincing, however. It is possible that any saving in distribution expenses to the seller 
may be outweighed by a sales price lower than that which would result from public 
sale. On the other hand, the advantage to the buyer of a lower purchase price may 
be counteracted by limited marketability for the issue. As a general matter, private 
placing has the disadvantage of denying the transaction the test of a public offering, 
with accompanying disclosure. This publicity, in itself, tends to limit the possibility 
of an unfair bargain for either party to the transaction. 

Table V indicates the estimated volume of such private placings during the 
period of the effectiveness of the Securities Act, as compared with the volume of all 
security flotations. All such sales have been to a limited number of institutions. 
Sometimes one insurance company or bank’ purchased the whole issue, and rarely 
were there more than eight or ten participants in such purchase. 


F. General Results of the Securities Act 

The effects of the Securities Actin producing changes in the mechanical opera- 
tions of investment banking have been indicated. More significant, however, are 
its effects upon the background and environment of security distribution. 

The Securities Act imposes certain definite and potentially severe liabilities upon 
underwriters, and it is probable that the mere existence of such liabilities has made 
bankers more cautious and more conscious of the full meaning of the welfare of 
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Tas.e IV. Comparison or New Security Purcnasss oF Lire Insurance CoMPANIES 
wit Torat Fiorations oF Bonps REcIsTERED UNDER THE SEcuRITIES ACT OF 1933 


(Thousands of Dollars) 








Public Utility and Gross Proceeds 
Miscellaneous Bond of Bond Issues 
Purchases of Selected Registered Under 
Life Insurance Com- the Securities Act 
panies* of 1933 
1934 
REC MN MERER et Seer aanicn s Na. c ols aae aa as $ 34,340 $ 15,950 
IMATE OE 5u ie Gyo. 1a 61015 0% 0:0 ows SSS 6 oS NOR 46,756 14,033 
SRE MEEMER LE Sinctca ie nek bawoinoea's aoe ee lee 59,321 46,092 
PPM MTSE oes eral ko dis bisAik Gite cwiewrs bodies SOR 93,759 58,750 
1935 
BBG AMIEL oe 55.6. ccs coieniees sie sige'es se aeece 121,127 98,550 
MERCIER PRET 65282 acing cs See eic os 8S eile CARES 161,245 345,426 
IR RUMI 6-0. 6444406 6s e544 bse eee on 254,295 829 ,337 
RRR COR oss fe ese hee rad o oNoi wih aes 236,313 636,912 
1936 
I Coico ic ina ccseapdusedsss ces 144,883 839,706 
BEAN RE EOD 655 515s 65s 5i aed isles wie Satenewe 271,099 1,002,551 
ERR UMNO since de axer sieve dic tialowewinssie Katona we 326,422 











*Source: Wall Street Journal. 


investors. On a broader scale, this caution has been imposed by Section 15 of the ,, 
Securities Exchange Act of 1934, and the broker-dealer registration thereunder. The 
fact that a violation of the Securities Act is ground for revocation of broker-dealer 
registration, without which no firm can engage in over-the-counter trading in inter- 
state commerce, has led to greater care on the part of retailers as well as wholesalers 
of securities. While it is true that registration and regulation do not change or 
raise the moral standards of a business community overnight, they can gradually 
emphasize the desirability of and needs for a better code of ethics. The securities 
legislation acts as a constant reminder of better standards, and limits the extent to ; 
which unethical practices will prove profitable. The higher standards to which 
many members of the industry would always adhere, if it were not for the pressure 
of competition, thus tend to be imposed upon everyone.”* 

A basic change in the environment of securities distribution has, of course, re- 
sulted from Section 8(a) of the Securities Act which provides: 

“The effective date of a registration statement shall be the twentieth day after the 
filing thereof, except as hereinafter provided, and except that in case of securities of any 
foreign public authority, which has continued the full service of its obligations in the 


United States, the proceeds of which are to be devoted to refunding of obligations payable 
in the United States, the registration statement shall become effective seven days after the 


* Codperative efforts of the Securities and Exchange Commission with the Investment Bankers Con- 
ference Committee, and now with the Investment Bankers Conference, Inc., represent a more informal 
attempt to improve the standard of investment banking throughout the United States, by means. other 
than the threat of legal penalties. 
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Taste V. THe Votume or Corporate PrivaTE Piacines IN 1935 AND 1936 




















ot (Gross Proceeds of Issues Offered for Sale) 
UNREGISTERED Pri- REGISTERED Pri- Torta PrivaTE 
Total VATE PLaciInGs VATE PLAcINGS PLacincs 
Corporate : 
Issues* Percent of Percent of Percent of 
Total Total Total 
1935 $000,000 | $000,000 | Issues | $000,000} Issues | $000,000 | Issues 
ty eis Seen 47 46 97.9 0 0 46 97.9 
Cy eee 41 39 B51 0 0 39 95.1 
OT See 113 0.4 0.4 0 0 0.4 0.4 
See 124 7 5.7 2 1.6 9 73 
Sener 152 33 21.7 0 0 33 21.7 
june Nowe aes wens 178 51 28.6 0 0 51 28.6 
Se ssisusiews% ox 509 13 2.6 52 10.2 65 12.8 
OS eee 160 32 20 1 6 33 20.6 
September....... 259 16 6.1 3 1.2 19 dso 
October......... 294 25 8.5 1 x3 26 8.8 
November....... 242 31 12.8 0 0 31 12.8 
December........ 199 4 2 10 5 14 7 
AOPAL << <05:0.0% 2,318 297.4 iss 69 2 366.4 1.5 
1936 
oy ae iarsaS este 257 36 14 4 1.6 40 15.6 
ebruary........ 150 9 6 2 1.3 11 eo 
DANO. cdi ccssa ed 498 25 5 1 yd 26 “yy? 
ee RE 672 7 1 of 1 14 2 
eee 280 0 0 79 28.2 79 28.2 
BEBE Se Suk saagunwe 595 15 2.5 10 Weg 25 4.2 
DNV ric oss seases 406 78 19.2 0 0 78 19.2 
a 244 0 0 0 0 0 0 
TOTAL, 53505. 3,102 170 555 103 3.3 273 8.8 
(8 Mos.) 


























*Total corporate issues (exclusive of investment trusts) for which there appeared a record of offering in the financial news- 
papers or Commercial and Financial Chronicle. Issues of less than $100,000 are not covere: 


filing thereof. If any amendment to any such statement is filed prior to the effective date 
of such statement, the registration statement shall be deemed to have been filed when such 
amendment was filed; except that an amendment filed with the consent of the Commission, 
prior to the effective date of the registration statement, or filed pursuant to an order of the 
Commission, shall be treated as a part of the registration statement.” 


Since the registration statement requires a full and complete disclosure of all 
the essential matters concerning an issue, this provision means that, for a period of 
twenty days, there is public knowledge of important facts concerning the issuing 
corporation and the issue. Of course, the average buyer does not see the registration 
statement, but leading statistical services and financial journals analyze carefully 
each large statement immediately or soon after filing, and publish important facts 
disclosed therein. Moreover, the Commission itself releases certain‘ information 
with respect to large issues. 

Therefore, there is considerable information easily available to the buyer before 
the offering date as a result of the registration requirements of the Act, and such 
information is also available to those sources from which the buyer might receive 
investment advice. This has altered considerably the practice, formerly typical in 
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many distributions of securities, of releasing issues with a minimum of prior dis- 
closure and of “high pressuring” them so that the buyer was apparently forced to 
make a rapid decision with respect to purchase, without anybody having had an 
adequate opportunity to study the issue or examine even such small amount of 
information as was available. 





While the twenty day waiting period has thus provided more information, it 
should not be concluded that all data are available during the whole of this “cool- 
ing” period. For example, it has been the practice for the final offering price of 
the issue and information with respect to underwriting contracts, spreads, and y 
underwriting participations to be filed only two or three days before the twentieth 
day after original filing of the statement. The Commission has cooperated in this 
practice by regarding such amendments as having been filed nunc pro tunc, so that 
the whole statement becomes effective on the twentieth day after original filing. 
However, even when this is the practice, there is some lapse of time between the 
public filing of the information and the public offering, so that there is no sudden 
release of the issue. 


While this disclosure of information has apparently been of benefit to the public 
and buyers of securities in general, it has been claimed that the twenty day cooling 
period complicates the syndication process because of the opportunity it provides for \/ 
a practice known as “beating the gun.” The essence of the practice of “gun-beating” 
is an offering to the public prior to the public offering date. When such an offering 
is made by a participant in any of the syndicates, it is in violation of an agreement 
he has signed. Moreover, in the case of a proposed offering of securities under cir- 
cumstances requiring registration, any premature partial offering of such securities 
prior to the public offering date would generally be made in advance of the effective 
date of registration and would therefore be in violation of the Securities Act. 


It is claimed that “beating the gun” disturbs the orderly process of distribution 
by injecting an element of unfair competition, to the extent that some dealers, by 
indulging in this practice, are able to take advantage of those who abide by syndicate 
terms. It is further claimed that the practice is stimulated because of the availability 
of information both to buyers and sellers during the whole of the “cooling” period 
prior to the effective date of the registration statement. 


In viewing this complaint, it should be borne in mind, however, that the practice 
is not new, but existed prior to the Securities Act. Apparently, therefore, although 
it is true that the “cooling” period does give more time for premature solicitation, 
some of the reasons for “gun-beating” are connected with conditions of the business 
other than the Securities Act, factors which operated in the ‘twenties as well as at 
the present time. Moreover, certainly a large part of the stimulus to “gun-beating” 
has come from the fact that new securities have been scarce, prices have been attrac- 
tive to institutional buyers, and, consequently, there has been a greater demand » 
and pressure for securities than we are likely to find in more normal markets. This 
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Taste VI. PartictpaTions oF LEapiINc Firms as UNDERWRITERS IN Bonps AND Stocks 
RecisTerED Unper Securitizs AcT oF 1933 
OFFERED FOR SALE FROM JAN. I, 1935 THROUGH SEPT. 30, 1936* 
(Thousands of Dollars) 














ALL 
Bonps Stocks Issues 
_ — 
ao] oO 
vo vo 
oe & g = ge | ag = = 
gs | 38 § as |s3| § g 
sa | Om a Se | Os | & 
Bancamerica-Blair.........2000: 4,400] 23,796) 28,196 0} 1,774) 1,774) 29,970 
Wek oe 2 © ae 0} 16,667} 16,667) 6,270) 1,436) 7,706) 24,373 
RUN 2 CSS Sars. 53,184] 155,184) 208,368) 1,120) 6,198) 7,318] 215,686 
VERONDIENEOCRIOs. . cess ese sscccces 38,048) 71,669} 109,717] 6,312) 1,538) 7,850) 117,567 
VEUOWH TAAITUNAN 20.00.0050 0000005 14,260} 252,348) 266,608] 1,538] 8,100) 9,638) 276,246 
PEACE VAEEDY 5 6 os s.0.s00010s001004 0} 48,750) 48,750 769} 1,714] 2,483) 51,233 
SROIMIOC MBIT » 5 56: 6:0.0.+ 0 .0'0 Sis's's'eos'n's 11,958} 23,515} 35,473 0 725 725) 36,198 
BDRSN NATIT) nes <enu on a'e os sae 4,723} 48,705} 53,428) 3,845) 2,335) 6,180} 59,608 
SPER oss ses e's eeaeacaosets 75,755} 32,550) 108,305) 19,043 0} 19,043) 127,348 
Walch, Cc SRE sey einer eer 16,571] 87,809) 104, 380 4,081} 5,042) 9,123) 113,503 
Ue CO anes ry - 135,736 212? 002} 347, 738 2,061} 6,876} 8,937) 356,675 
SSM AN EORCUB 9.0.0.4.) sie. 40.010:0.0' 13,771 36,956 50,727 8. 596 8,817) 12,413) 63,140 
EMRE YMOTONNG ini oic.0 os och os 6 sie 31,552} 61,656} 93,208 0 0 0} 93,208 
Harris, Hall & Co............0065 4,325) 24, *946 29,271 0 714 714) 29,985 
PRERVHEN, LONE, wicicnis.nie sos ons o00 13,000} 59, "075 72,075] 14,525) 5,952) 20,477| 92,552 
“Hornblower & Weeks............. 7,450} 10, 375 17,825} 5,288} 4,923} 10,211} 28,036 
By MG MAIREON 5° 015.0090 od b-onisee sie 8,650 27,540 36,190) 4,059] 4,189] 8,248) 44,438 
se ag TEM «505 snseeneonase 4,000} 97,358) 101,358) 4,339) 3,070] 7, *409 108 ,767 
ie oh, Ces See eee 189,017} 104,375} 293,392] 4,336] 9,760) 14, 096 307 ,488 
Ladenburg, Thalman............. 0} 19,700} 19,700 0} 3,498 32498 23,198 
SV PAS MIIEY. 5 55s 6c000s0se0'es% 10,900} 33,715) 44,615 O} 1,250} 1,250} 45,865 
RRR RIUSMURISTION 10:0 9 5 < slo io. oie Sisie wise is 24,300} 99,194) 123,494) 1,400) 3,500) 4,900) 128,394 
WAM PUIGDINOON, 65. 60 sin oo secccsn 1,800} 83,536} 85,336 0} 3,874] 3,874) 89,210 
VARUMAN MSTOUMICIS ... 5 oo0 ccc ssceces 9,325} 71,405) 80,730) 35,318) 11,243) 46,561) 127,291 
Mellon Securities.............6-. 19,500} 67,028} 86,528 0} 2,310) 2,310) 88, ” 338 
Morgan Stanley...........sese0s 180,528] 28,475} 209,003 0} 1,035} 1,035 210, 038 
RE 27000| 27,149] 29,149] 1,122] 43643] 5.765] 34914 
Paine, Webber..............000+. 87013; 17,600] 25,613| 5,660] 1,467| 7,127] 32,740 
SPA EMUNG La 5 saw iusiser'siee a4 x 1,292} 55,547} 56,839 861] 1,693) 2,554) 59,393 
ayy Hutton & Pomeroy. . 0} 24,075} 24,075 0} 1,063) 1,063) 25,138 
PC AN IPURIAD 4 00 occ 0s seen ese 0} 31,668} 31,668 O} 1,186] 1,186 32, 854 
idward B. Smith................ 66,664) 175,214; 241,878) 7,000) 1,306) 8,306 250, 184 
PEMIPRDET AEREK... <,010:55 00000400 05.2 0} 26,576) 26,576 0} 3,350} 3,350 29:96 
Stone & Webster and Blodget..... 19,617} 38,466) 58,083 325] 3,173} 3,498} 61,581 
White, Weld & Co................ 3,218 59, 533} 62, °751 852} 5,993} 6,845] 69,596 
MOMS Acta Gwen cases ees 973, 557|2,254, 157}3 , 227 ,714)133 ,720)123 , 747/257 ,467/3 485,181 


























*These statistics do not cover all registered issues, but generally include those issues of which we have a definite record of 
an actual public offering in which the above firms participated. 
tIncl juded d are those issues in connection with which a firm acted with one or more other firms as co-manager. 
ote: The figures indicate only the amounts for which each firm committed itself as underwriter, with. the exception of the 
New York Edison 334’s due 1966 underwitten by Morgan Stanley & Co. where sub-underwriting commitments were used. 


does not mean that the Commission is not concerned with and has not studied this 
question, particularly to the extent that it relates to violations of the Act. There is 
a definite impression, however, that violations are much less than they were some 
time ago, but should the practice become a real problem, ways will be found to cope 
with it. 

As a result of the registration requirements of the Securities Act there is today 
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distribution of an issue than ever before. The significance of this fact should not 
be overlooked. Particularly desirable, is the disclosure of the gross spread to bankers. 
It is exactly this type of information which was impossible to secure prior to the 
Act. Other information with respect to the type of bankers’ commitment and the 
amount of each underwriter’s participation are also of interest and of value.?? 
Considering the fact that secrecy concerning these matters was one of the features 
of investment banking in the twenties, present disclosure must be regarded as a 
great forward step. yy 

This and other information is available to the buyer of securities not only in 
the registration statement but also, in increasing measure, in the prospectuses and 
in some types of newspaper advertisements. The buyer of securities is most aware 
of the changes caused by the Securities Act to the extent that they have affected the 
prospectus and newspaper advertising. Section 10 (a) of the Act outlines the re- 
quirements for the prospectus, and, in accordance with the law and the Commis- 
sion’s rules and regulations, the buyer of securities can obtain and, in fact must 
receive prior to the completion of any sale of securities to him, a copy of the pros- 
pectus. The document is a summary, and a rather detailed one, of the information 
contained in the registration statement. For most issues of large corporations it is 
undoubtedly a bulky and not particularly readable booklet, and to that extent is 
not so useful as it might be. This limitation is emphasized by the fact that the 
mass of security buyers in this country are unable and apparently unwilling to spend 
a reasonable amount of time in securing facts concerning an issue or advice from 
sources which might make adequate use of available information. This inertia can 
not be changed immediately, and, therefore, while the complete prospectus is par- 
ticularly valuable for technically equipped analysts, its usefulness has not been fully 
recognized by the general run of security buyers. Consequently, it is desirable that 
some method be evolved for placing information in the hands of these buyers, so 
that the required disclosure will be most useful. The Commission is aware of this, 
and many of its staff have been spending time in considering possibilities and sug- 
gesting methods for improving and shortening the prospectus or attaching thereto 
some form of a summary. Despite all these limitations, the intelligent investor 
profits from having all necessary information at hand; and even the man who can- 


not see any use for the data and throws the prospectus away benefits indirectly from | 


the very existence of the prospectus and the widespread disclosure which it brings 
about. 

Despite its limitations, the prospectus exemplifies the changed character of securi- 
ties distribution which has followed from the Act. The availability of information, 
even though it may not be presented as effectively as possible, means that we are 
approaching a stage when an intelligent investor will have enough correct data 
to make somewhat more reasonable judgments with respect to securities than he 


* We present in Table VI information on the amount of participations. 


by 


more disclosure of information concerning investment bankers’ participation in the v 
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would in the ‘twenties. The crux of the situation is to teach the investor to use 

" such data; and the problem of educating investors in this and other directions, upon 
which the Commission, because of its short life, has only started, is perhaps its 
greatest task for the future. 

The Commission, in its desire to get information before the investor, has also 

vy attempted to encourage the use of a type of newspaper advertisement which will 
present a substantial proportion of the information necessary to the discriminating 
buyer of securities. In the early stages after the Securities Act, it was customary 
for most advertisements for registered issues to be of the “tomb stone” type, con- 
taining merely the name of the security, the price at which it was being offered and 
the name of the underwriter or person from whom the prospectus could be obtained. 
More recently, there has been a growing use of the more complete advertisement, 
called the “newspaper prospectus,” in which most of the important facts concerning 
the issue, the corporation’s business, financial condition and earnings, and under- 
writing arrangements are set forth in summary form. To the extent that such type 
of advertising can be used, the investor, even though he suffer from inertia, will 
have at hand information concerning an issue, and will receive more and probably 
more accurate data than was available prior to the Securities Act. 

In connection with this matter of changes in investment banking methods caused 
by the Securities Act, it is frequently claimed that one important change is an in- 
crease in a corporation’s expenses of issuing securities. Clearly, the issuing corpora- 

‘tion does bear substantial expenses in connection with the registration of securities 
with the Securities and Exchange Commission which did not exist prior to the Act. 
Such expenses include, in addition to a small filing fee, expenses of printing the regis- 
tration statement and prospectus, and fees of counsel, accountants, and other experts 
in connection with the preparation of the statement. 

A tabulation of these expenses for a substantial sample of bond issues floated 
during 1935 and 1936 is presented in Table VII. Excluding commissions to bankers, 
the estimated costs of registration, preparation, and issuance of securities were 0.70% 
of face value. However, only certain of these expenses have been increased by 
the Securities Act registration requirements. Some legal and accounting fees existed 
before the Act, as did most of the expenses of listing, transfer agent, trustee, etc. 
Thus, it appears unlikely that the net increase in expenses, at least for bond issues, 
has been more than one-third of 1% of face value. Moreover, it is also likely 

’ that the trend of such expenses is downward and will continue so as the routine of 
registration becomes more widely’ understood. The Commission has attempted to 

‘ reduce the need for certain expenditures, so far as it can do so consistently with the 
other aims of the Act. One method has been the promulgation of simpler forms 
(A-2 instead of A-1) for established companies. 

It is admitted, however, that there can be no elimination of the costs of registra- 
tion, of preparation of more careful accounting data, etc. But the existence of these 
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TasLe VII. BreakKDOWN OF EXPENSES OF REGISTRATION, PREPARATION AND IssUANCE OF 


Securitizs For 86 Bonn Issues Sotp Durinc 1935 AND 1936* 




















( Percent of Percent of 
($000) Total Face Value 
OETA ANN CREP CCS So ic is bs oe cle sc obontees $1,194.9 10.9 0.077 
MRE PETE TAINO eo lcra 5 vice wicioa o oale e's wwe weer 1,706.7 15.6 0.11 
PUSRIBEORR KGNRTCR OCC L 5 65:66 0.5:6:5.064 0 Sinre's So ede eieiaye 1,554.7 14.2 0.10 
PENG ANd BMBTAVING .....os. 6.6 sc cisccce es cscs see's 1,549.6 14.1 0.10 
| 1. gee RE Cera ea eae Sr 1,179.1 10.8 0.076 
BOLUS ROURE So or ci5 05 fo Siw nshiasa stais hawese nein, mies 7,185.0 65.6 0.46 
RE MUE TORS rosea ics cos e(niv sie a's eibcvio ds ela stow dene eins 2,521.6 23.0 0.16 
PURO CEERI OCR 8560165595 e's. dR 0s Kaede os Owes 1,165.1 10.6 0.075 
RENEE TIUOOTANIE MOORES. <a oc s)alons si sio scone soo: e0is'o.s ae ees 82.8 0.8 0.005 
Subtotal (Expert Charges)................. 3,769.5 34.4 0.24 
POCA Spin Sis oe eat RAO 10,954.5 100.0 0.70 














*Exclusive of underwriting « 





sad ts 
Nore: This compilation covers eer ha with face value of $1,559,912,000, sold during 1935 and during the third quarter 


of 1936. 


costs may be justified. The investor may find it worthwhile in view of the greater 
publicity of information. More than that, these costs may be compensated or even 
outweighed by a reduction in other costs. 


The gross spread between the public offering price and the price received by the 


corporation represents the cost of distributing securities and measures the effort 
required. The accompanying Table VIII indicates the movements of gross spreads 


Tasie VIII. Gross UNDERWRITING SPREADS ON Bonp FLoraTIons 














Number of [Average Spread 
Issues (Percent of 
Face Value) 
I, Foreign Bonds Sold in the United States from 1920 to 1931:.... 290 S.3" 
II. Bond Issues of $3,000,000 or over sold during 1928:........... 65 4.3°* 
III. Railroad Bonds sold from 1920 to 1931:................ 0c eens t A Sas 
IV. High-grade Corporate Bonds sold from 1927 to 1931:.......... 143 3° 
V. Bond Issues of $5,000,000 or over, Registered under the 
Securities Act of 1933, and sold:— 
FOGG SS — Sn SE eo 5k ose ekcicbnecsesicee sees 7 3.42 
NPE) B99 O/GO) DO oi sioin.c vais ainivle.cisinie's tieseeieies 14 2.79 
WAI SI DI GOP OD. aos. ce sss dies saideneedsein sees 23 2.33 
NOVAS TOOL OSs oisnccc sicko cecenccavesbeces 22 2.45 
MEO OP IEI GO res issie.c 0s cee cedeseadesseve 15 2.33 
AI Oy IOs ois 0.4.0 sin Sie. o:cinivie seis'beine'ee's 32 2.18 
TAY OO IU OO ne el oalaiive oink Sains dats aves 19 2.35 











*Figures rounded off to the nearest tenth. 


**Percentage of public offering price, but comparable to other data since, on the average, bonds were originally offered at or 
close to face value or 
tNumber of issues is not available, but the total face value of such issues was $3,711,800,000. 
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since the Securities Act. The great activity in bond financing has provided us with 
a sufficiently large sample and we can safely make comparisons with the apparently 
reliable data for bond flotations prior to the Act.?* The conclusion is clear that 
spreads are lower today. The averages before the Act were in the neighborhood of 
3% and 4% of par, with over 80% of a large sample of bonds floated in 1928 having 
spreads of over 2.7% of public offering price. This compares with averages which, 
since active financing got under way in 1935, have been less than 3% and have 
rapidly declined to less than 244% of par. Apparently, the story is the same for 
preferred stock issues, with spreads on eighteen such issues sold during 1935 and 
1936 averaging about 444% of the public offering price as compared with 5% in the 
"twenties. 

The reasons for this decrease in spread may be traceable to the fact that present 
issues have been of higher quality, mostly for refunding purposes, and with lower 
coupon rates. A definite relationship between yields on new bond issues and spreads 
has been observed as Table IX indicates. In part, however, this decrease may be 


Tasie IX. CorrELaTION TABLE BETWEEN Gross SPREADS AND 
OFFERING YIELDS TO MATuRITY 
(76 Bond Issues, Registered Under Sec. Act of 1933) 






































Gross Spread (X) Yield (%) To Maturity At Public Offering 
(% of Face Value) 3.0%-| 3.5- | 4.0- | 4.5- | 5.0- | 5.5- | 6.0- | 6.5- | 7.0- | 7.5- 
3.49%] 3.99 | 4.49 | 4.99 | 5.49 | 5.99 | 6.49 | 6.99 | 7.49 | 7.99 
(y) 

5 Ae 2) Ae (1) 
Bip See. cakes exons 
Pe | 
a |; ie (2) 
S55 3) ee 
i) rere i 
5 Yi 35) ee 
5, QM). a ee 1 1 1 
|! ee 1 1 
Bo SND vise acwceas a 1 
Bi SOP. aks ewsaeee 1 
RS}. era 3 9 3 1 1 1 
5 Fa) |) 9 6 4 
“}, io.” 4 14 | 3 
BG EOD: — Seca ws ae 2 1 
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y = .8798 x — .7914. 

“se”? (coefficient of correlation) = + .77. 

“P” (probalility of chance occurrence of an “‘r” this large) is less than .01 (one in one hundred). 
Note: Figures in parentheses, ( ), are excluded from the calculations. 


* See pages 50-52, supra. 
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due to the fact that registration has simplified the bankers’ task in distributing an 
issue. Nothing very conclusive can be stated on this matter; there is a definite 
possibility, however, that the Act and the Commission and the new conditions re- 
sponsible for the legislation have produced savings in underwriting expenses which 
counteract, in whole or in part, the increased costs of registration. 

The positive regulations and penalties of the Securities Act and, perhaps more 
important, the prophylactic effects of publicity, result in a more careful and re- 
sponsible preparation of securities. This better construction of the bankers’ mer- 
chandise tends to reduce sales resistance, and consequently, the costs of selling. If, 
in addition, the long term quality of the investment merchandise is sufficiently 
improved to reduce the losses of the investors by only a mere fraction of a per cent, 
the larger total cost of printing and other registration expenses under the Securities 
Act may turn out to be a long term gain. A shift from expenditures for salesman- 


ship to expenditures for expert preparation of securities and prospectuses, investiga- ‘ 


tions by bankers, accountants, and lawyers, is a shift which economically is not 
undesirable. 
CoNncLUSION 


The Securities Act of 1933 has not destroyed the mechanism of investment bank- , 


ing, nor even crippled it. Securities are still being distributed efficiently. Thus far, 
the primary reaction of the industry to the new problems and liabilities of the Act 
has been for most bankers to attempt to hedge against them, and pass them back to 
the issuer. This may be only a temporary phase, however. Certainly, there is 
apparent greater care and awareness of responsibility in processing and distributing 
securities. More broadly, the Act has achieved the dissemination of information— 
although it still has far to go in this direction; it is aiding in imposing the ethics 
of the better bankers upon the whole industry; and it has started a generally de- 
sirable shift of emphasis from selling to the expert preparation of the investment 


merchandise. It has done these at little or no additional net cost to the issuer or the \ 


buyer of securities, and with a minimum of disturbance to the machinery involved. 
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SOME EFFECTS OF THE SECURITIES ACT UPON 
INVESTMENT BANKING PRACTICES 


Grorce E. Bates* 


The actual mechanism of investment banking, except for slight changes in form, 
has not been materially affected by the Securities Act of 1933. Examination of most 
of the apparent changes discloses that they are no more than continuations of trends 
commencing prior to 1933 or that they are adequately explained otherwise than by 
the Securities Act. Even were the Act aimed at producing an altered structure, it 
would be surprising to find that really basic changes had occurred during the initial 
period of adaptation. 

Apart from technique, it can scarcely be denied that the Securities Act has pro- 
moted the exercise of greater care in the issuance of securities by investment bankers 
and officers of issuing corporations. There is no certainty that the Act has produced 
that result, for there were other factors in the aftermath of the nineteen-twenties that 
might well have had the same effect. It is perhaps true, also, that the Act has in- 
duced greater caution among those who offended least in the era which gave rise to 
the legislation, while it has had no comparable effect upon those who were reckless 
or less scrupulous. 

In addition to a change of attitude, functional changes of real moment have been 
taking place in investment banking. For the most part, these relate to capital, real 
underwriting ability, markets, and “merchandise.” Since they have been produced 
by causes other than the Securities Act they need not concern us here. 

Experience under the Act may be divided into two periods: that before and that 
subsequent to the 1934 amendments. The earlier period is now only of academic 
interest. Extremists may claim that the original Act stifled most legitimate financing 
or that the lack of such security flotations during the period was entirely the result 
of other causes, but the truth undoubtedly lies somewhere between those views. It 
should be recognized that time is required for adjustment to any major legislative 
change. From the point of view of investment bankers it was fortunate that the law 
was introduced when the capital market was stagnant. As an aid to‘recovery it was 
unfortunate, for reopening of the legitimate capital markets was sorely desired, and 
even illegitimate financing might have been condoned as consistent with current 


* A.B., 1923, A.M. 1924, University of Missouri; M.B.A., 1925, Harvard University. Associate Professor 
of Investment Banking, Harvard Graduate School of Business Administration. Lecturer, Yale University 
School of Law. Author of casebooks on investment banking and finance and contributor to legal and 


business periodicals. 
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“boondoggling” and efforts at “pump priming,” though the incidence of the sup- 
porting “tax” might have been less desirable. However this may have been, those 
advocating such legislation were between the horns of political expediency and 
economic desirability. It was possible to enact the statute during depression; 
probably impossible during prosperity. Considering that fact, among others, it was 
unfortunate that the Act should have been so drastic, but even this criticism is not a 
serious one in view of the promptness with which the law was amended. The 
amendments must share honors in the second period, moreover, with the improving 
and more discriminating administration of the Act. 

It has been only in the two years 1935 and 1936 that there can be said to have y 
been any real investment banking experience under that legislation. This is a short 
period for judging effects, and otherwise not a wholly satisfactory one because of the 
predominance of one class of security issues. For the most part the issues distributed 
by bankers have been bonds of institutional grade. A high proportion have been v 
floated to refund previously outstanding issues. A sellers’ market has existed for such 


securities, yields have been low, and gross underwriting and distributing spreads | / 


small. With a demand greater than the supply, the problem has been one of alloy” 
ment rather than selling. Under such conditions one would not expect to find that 
the Securities Act had materially altered investment banking methods. 

Where three years ago retail dealers and salesmen were acutely conscious of the 
Securities Act, today that Act seems to have been retired to the background where it 
is overshadowed by other problems. This is a normal and healthy condition if 
security dealers are likened to the good citizens who walk the streets without being 
made particularly aware of the penalties should they burglarize the houses they 
pass. To one who thinks of security dealers as undesirable citizens, on the other 
hand, it will presumably seem desirable that they be kept fully aware of the punish- 
ment they should incur. 

The Act is brought home to dealers, however, in three other ways. Every effort ' 
is still made on every transaction to build a record which may be used as a defense 
in case of suit. Some houses have developed elaborate systems designed to this end, 
but there is already a tendency to drop them in favor of making a sale where there 
is conflict between the lawyer-designed protective devices and the judgment of the 
sales manager. The tendency to avoid “putting anything in writing,” however, still 
persists. 





“Beating the gun,” though not a new practice, has probably increased materially , 


under the Act and inthe current market. Since the “firm inquiries” of customers, 
or understandings between customers and salesmen as to retail allotments prior to 
the effective date, violate the spirit if not the letter of the waiting period provision, 
dealers find this one of the harassing features of the Act. They have little sympathy 
with the waiting period, for experience does not indicate that it is utilized by in- 


* “Beating the gun” is a trade term for selling, contracting to sell, or informally and orally promising 
to allot securities to a customer prior to the date stipulated for the public offering. 





xa 
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still rely to a considerable degree upon the judgment of the originating house (which 


» noted in a few instances where bankers have really tried to produce an informative 
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vestors for study of new issues, while dealers are placed in the uncomfortable position 
of being “bootleggers” of popular issues when customers insist on being “kept in 
mind” for specific amounts of such new securities. The waiting period has neither 
removed nor seriously affected the opportunities for using high-pressure selling 
tactics.” 

Perhaps the greatest complaint of those directly charged with selling securities 
is that against the usual form of prospectus under the Act. They agree that the in- 
formation it contains should be made available upon request, but they believe that | 
most prospectuses go into the wastebasket because customers feel that they do not 
have the time to study them and to select from such a mass of information the 
points upon which their judgments should actually be based. Salesmen find that 
customers want a summary of the leading features of a security issue, and they feel 
that the typical prospectus does not provide this. They also believe that customers 





presumably studies the security at first hand, with expert knowledge, and at greater 
length than could the average individual investor) and of the dealer who recom- 
mends the security to fit a particular investment need. The dealers’ complaint seems 
to be well founded, but it is suggested that when originating houses find it necessary 
to sell securities, rather than merely take orders for them, they will devise more 
readable, attractive, and discriminating prospectuses. This tendency is already to be 


selling document rather than a bulky folder containing nothing but an unimaginative 
recital of required facts. 





In substance the method of underwriting and distributing securities at wholesale, 
known as syndication, has not been changed by the Act. Most of the minor changes 
which may be noted would have been produced by the nature of the market and the 
type of security sold during the period under consideration. Perhaps the Securities | ; 
Act has discouraged use of the old type of selling syndicate, but the trend toward 
almost exclusive use of selling groups was well advanced prior to 1933 and had a 


substantial basis in changes which had taken place within the investment banking . 
business. The growing distinction between underwriting and selling was adopted 
by the Act as a convenient division in imposing certain responsibilities.§ The ap- ‘ 
plication was thoroughly unrealistic, however, and from it arises one of the few 1 
instances in which there has been a tendency toward changing the structure of the . 
investment banking process.* I 

*See Bates, The Waiting Period Under ‘the Securities Act (Jan. 1937) 15 Harv. Bus, Rev. 203. G 

* An exception to the broad definition of an underwriter (who may incur liability under §11(a)(5)) Ss 
is made in §2(11) for “a person whose interest is limited to a commission from an underwriter or dealer S 
not in excess of the usual and customary distributors’ or sellers’ commission.” | 

“For the imposition of potential liabilities it would have been logical to have distinguished between s 
originators and dealers. The underwriting function should not be involved. The effect of the distinction il 
actually made has been to reduce the flexibility of syndication and to make underwriters underwrite not R 


only market risks but also the liability risks under the Securities Act of originators and others. 
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The number of retail dealers employed in syndication appears not to have changed 
greatly. It might seem that a greater than necessary number of retail outlets was 
used. With the large volume of refunding issues, however, the holders of the securi- 
ties being refunded may have constituted the logical market. Dealers who par- 
ticipated in prior offerings by those issuers may consequently have been the best 
means for tapping that market. On the other hand, it is true that some of the pop- 
ular issues might have been absorbed by a very few institutions which could have 
been reached without using an extensive dealer organization. An explanation is 


that the desire of issuers for broad distribution was sufficient to cause them to pay for ' 


that service. Some issuers, as well as most originating bankers, may have felt that 
it was incumbent upon them, too, to give business to the dealers at such a time so 
that they would be prepared to participate in distributing securities at another time 
when their services would be really needed. 

The appearance of using a greater number of underwriters is explained by the fact 





v 


< 


that before 1933 it was usual to give publicity only to the names of the principal \ 


underwriters (participants in the group or groups nearest the original purchase or 
underwriting) while subsequently all names have appeared. The practical difficulties 
of having sub-underwriting under the Act, which does not distinguish among types 
of underwriters, has meant that there has usually been but one class of underwriter, 
where formerly there were not infrequently several groups of underwriters employed 
on each issue. Small gross banking spreads on the low-yield securities distributed 
during the period would in any event have tended to reduce the number of groups 
used. 


Reciprocity and retail distributing ability continue as important reasons for \ 


inviting houses to participate in underwriting. The importance of distributing the 
market risk is perhaps increased due to reduced investment banking capital. The 
same insurance principle dictates that risk of liability under the Securities Act should 
likewise be spread. 


The former practice has been continued of providing for a trading account to be 
operated for the underwriters. The powers of account managers have tended to be 
more restricted than formerly, but this is expiainable on other grounds than the 
Securities Act. Moreover, the accounts have been much less active, and in many 
instances not used, either because circumstances did not demand it or because so 
much uncertainty surrounded the propriety of those transactions. Bankers have felt 
less restricted in trading account transactions in unlisted securities, but the ambiguity 
of Section 9(a)(6) of the Securities Exchange Act relative to “pegging, fixing, or 
stabilizing” in view of the prohibitions and perhaps conflicting requirements of 
Section 9(a) (2) of that Act, particularly in the absence of rulings by the Commis- 
sion, has tended to reduce such operations in listed securities to a minimum. As 
indicated, most of the problems arise from the Securities Exchange Act rather than 


the Securities Act. The principal unsolved problem under the latter involves the _ 


matter of disclosure. Disclosure of the trading account provisions must be made in 
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the registration statement. The question is whether similar disclosure will suffice 
in a prospectus used after the date on which the trading account began or might be 
presumed to have begun to operate. For example, might the fact of maximum use 
of the trading account for supporting the market be a material fact under Section 
12(2) which should have been stated in order to have made the bare statement that 
a trading account might operate not misleading? In other words, if the activity of 
the trading account is an index of market reception, it might be considered a material 
fact on which an investor might base his judgment. The reductio ad absurdum, 
of course, is that this view might require the affixing of stickers to prospectuses show- 
ing up-to-the-minute changes in the trading account position. Furthermore, the 
fundamental fact is reception of the issue by investors, not merely trading account 
activity. Carried to its logical conclusion this line of argument would develop the 
necessity for current disclosure of the volume of initial and secondary retail sales, as 
well as the amounts of repurchases. Under the requirements of Section 10, however, 
the prospectus need not refer to the state of retail sales, and in fact could not, for it 
is based upon the registration statement which is filed prior to the offering. Since 
no statement with respect to retail sales would be gratuitously made in the pros- 
pectus, the failure to make any disclosure of current market reception would not be 
apt to make misleading any statement made in the prospectus. Perhaps an answer 
to the problem is to be found in the word “material”: substantial changes in the 
position of the trading account from that which the prospective buyer might assume 
to exist might be disclosed in the prospectus.® 

Three effects upon the form of doing business may be noted. All underwriters 
now contract severally with the issuer. Fear of liabilities to be incurred through 
making selling group members agents of the underwriters in distributing securities 
has led underwriters to sell to the selling group members and pay an added transfer 
tax, though reserving from their own underwritings the amounts of securities they 
themselves wish to retail. Instead of receiving compensation for their services in the 
form of purchase group participations, there is a tendency for originators to take 
this compensation in the form of a fee from the underwriters. 

While the Securities Act did distinguish, in the imposition of liability, between 
the underwriting and selling functions it drew no similar line between originating 
(the negotiation, investigation, and preparation of a security issue) and underwrit- 
ing. Theoretically, the duties and correlative liabilities imposed upon underwriters 
should have been placed upon originating houses alone.® Presumably it failed to 
make this distinction because to have done so might have opened an attractive loop- 
hole for evasion. There may have been the thought, also, that placing liability on a 
greater number of persons would better protect the investor. Practically, however, 
there is a sound economic basis for division of labor between the originating house 
or houses and other underwriters.” The practice of only originating houses actually 


* Insofar as listed securities are concerned, the ultimate solution may lie with regulations of the Com- 
mission under §9(a)(6) of the Securities Exchange Act. *See note 4, supra. 
™See Douglas and Bates, The Federal Securities Act of 1933 (1933) 43 Yate L. J. 171, at 198 ef seq. 
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investigating as well as performing the other originating functions has therefore 
continued as before. Since other underwriters must share in liabilities under the 
Securities Act, however, if they are unable to sustain the burden of proof provided in 
Section 11,° non-originating underwriters have generally adopted the practice of 
going through certain formal motions designed for their protection. Akin to the 
efforts of dealers to “build a record” to protect them on their retail transactions is the 
somewhat ludicrous picture of partners or perhaps office boys representing the ten, 
twenty, or more underwriters meeting in solemn session to “investigate” the accuracy 
and sufficiency of the registration statement by having it read to them by counsel. 
When a law demands the impracticable it is not surprising to find business men 
performing rituals which are apt to be meaningful only to lawyers. 


A salient effect of the Act has, as previously noted, undoubtedly been the care , 


it has induced in the origination of securities. One of the best protections against 
suit under the Act is probably avoidance of those types of security issues which are 
apt to generate them. The period under review, however, scarcely provides a test 
of this. Able originators make painstaking investigations of their security issues inde- 
pendent of their investigation of, and only partially based upon, the facts in the 
registration statement. Some foresee the danger, though, that investment bankers 
may be indirectly encouraged by the Securities Act to think only in terms of legal 
liabilities and so to abdicate their business judgment of a security in favor of counsels’ 
opinion that a registration statement is safe. 

Originators are indebted to the Securities Act as an “open sesame” to facts 
respecting issuing companies to which they formerly did not have access or which 
they were not allowed to make public. Haggling over such matters is now usually 
ended by the bankers’ statement that the information is required by the Securities 
Act. The banker can thus gain access to all the facts at the command of the issuer, 
though the struggle respecting wider publicity is not entirely ended. The issuer 
may wish to file under confidential cover certain required information, such as that 
pertaining to sales, cost of sales, contracts, and subsidiaries.® 

It seems not to have been anticipated at the passage of the Act that the waiting 
period would have the effect of partially defeating its own end by causing under- 
writers to postpone taking commitments until the end of the period. The result of 
this postponement has been to delay the issuance of definitive prospectuses so greatly 
that investors can gain little direct benefit from the “cooling period.”?° Underwrit- 
ing commitments are being made as far in advance of actual offerings as before 1933, 

* Section 11(a) of the Securities Act designates those who may be held civilly liable for untrue state- 
ments or omissions to state material facts in registration statements. Section 11(b) provides certain de- 
fenses to persons “other than the issuer,” the burden of proof being placed on the defendant. For 
example, as to certain portions of the registration statement, a defendant may prove as a defense that “he 
had, after reasonable investigation, reasonable ground to believe, and did believe, at the time such part of 
the registration statement became effective, that the statements therein were true and that there was no 
omission to state a material fact required to be stated therein or necessary to make the statements therein 
not misleading.” 


® Nice questions of whether such information should be made public are continually presented to the 
Commission for determination. Note 2, supra. 
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but there has been no tendency for commitments to be taken at the beginning of 
the waiting period, i.¢., twenty days before the normal effective date. Market risks 
would be greatly increased, as well as risks that the waiting period would exceed 
twenty days. 

_' Market conditions since 1933 have encouraged the practice of selling without com- 
mitment or of hedging commitments with more elaborate clauses giving bankers the 
option of withdrawing in the event of adverse market, political, company, or catas- 
trophic changes. To these latter has been added a further provision relieving bankers 

‘of their commitments in the event that a stop order is issued by the Commission or 
if proceedings are commenced. The latter clause frequently is effective to the date 
for payment and delivery, rather than merely to the date of public offering. The 
various factors making for uncertainty, among them the Securities Act, have cer- 
tainly made for elaboration and more extensive use of these clauses, but it is not 
unlikely that those primarily caused by factors other than the Securities Act will 
vary in use according to current estimates of such factors. As to liability under the 
Securities Act, it has become the common practice for bankers to contract with issuers 
that the latter shall hold them harmless on all suits, usually but not always excepting 
suits with respect to statements which the bankers supply. Similar contracts with 
issuers by directors and others made liable are also common. This may represent no 
material increase in liability for issuers, since they do not share in the defenses 
accorded others made liable under Section 11. A variety of contracts has also been 
aimed at apportioning liability among the many persons contingently made liable, 
since the Act failed to clarify this problem. 

Where public offering through investment bankers has been made of securities 
(other than state and municipal obligations) exempt from the registration require- 
ment, the provisions of Section 12(2) of the Securities Act have made necessary in 
most cases the preparation of a prospectus fully equivalent to that required under 
Section 10 for registered securities. The alternative to full disclosure is probably the 
giving of only the name and price of the security offered. 

A fairly large number of security issues has been privately placed rather than 
publicly offered. There is as yet no certainty respecting what constitutes a public 
offer, but it has been variously interpreted that an offer to not more than three, five, 
eight, ten, twelve, fifteen, or twenty specific persons is not a public offer. Some have 
also interpreted the term relative to the number of persons to whom the security is 
eventually sold. Investment bankers have played a part in such offerings, acting 
in the capacity of agents for the issuer in making the private offering. Apart from 
costs of registration, there have at times been real savings in private placement. The 
possibility open to issuing companies of directly placing high-grade institutional 
securities privately has provided leverage for the reduction of banking spreads. Some 
agency positions may have been taken by bankers at almost nominal commissions 
to prevent business from leaving their hands entirely. From the standpoint of the 


* For example, some are of the opinion that sale should be to not more than five persons, but that the 
offer may be made to as many as twelve. 

The circumstances of the offering are probably more important than the mere number of those solicited, 
but practically bankers are apt to think primarily in concrete terms such as specific numbers. 
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issuer the choice rests largely with the sort of market desired or necessary and the 
relative costs. Registration expenses, both direct and indirect, and risks of suits are 
counted among those costs. In an earlier stage of experience with the Act and 
under market conditions then prevailing it was often cheaper to place securities 
privately. More recently the cost factors, considering prices obtainable in the two 


markets, have been more evenly balanced. Market factors have therefore more fre- 


quently turned the scales in favor of public offerings. In the public offerings, too, 
there is sometimes less dictation of restrictive provisions than issuers met in dealing 





"j 


directly with investing institutions. The mere fact of disclosure, itself, seems to have v 


been a minor factor in the decisions.” 

Originators and registrants still complain that registration statement question- 
naires are ill adapted to the requirements of specific situations. To some extent this 
will always be inevitable, but great advances have been made over the registration 
forms first issued and further improvement may be anticipated as forms are de- 
veloped to meet a wider range of circumstances.’* Perhaps it is such a fault of the 
present regulations which gives rise to the issuance by the Commission of so many 
deficiency letters. Many bankers seem to believe, however, that the additional 
information requested on nearly every statement is commonly frivolous and seldom 
material to the investment and so constitutes merely bureaucratic operation beyond 
the intent of the Act.1° It would not be surprising if this were to a certain extent 
true, as is likewise often found in the public contacts of other governmental agencies 
and as it is in the operation of internal controls of large business corporations. The 
only serious question it raises, beyond that of administrative efficiency (which it 
may be hoped will continue to improve), is the extent to which administrative 
controls should be applied under the present form of the Securities Act. 

Much credit must be given to those administering the Act for the fact that there 
has been so little interference with legitimate investment banking operations. Despite 
its having been burdened with two other major responsibilities,1® the Commission 
has achieved an outstanding administrative record among New Deal agencies. The 
magnitude of the present investigatory, administrative, and quasi-judicial tasks can 
scarcely have been visualized by those responsible for the legislation. It is hoped that 
this success will not lead to imposing still further tasks upon the Commission which 
would almost inevitably lead to impaired efficiency. It is still more to be hoped that 
this Commission will continue to attract and hold able personnel. The powers and 
responsibilities with which it is entrusted are now so great that the danger of a 
lowering rather than rising standard of administrative ability is a matter for grave 
concern. 


It should be noted that a number of essentially private offerings have been registered. 

% There is a danger that the new forms may do no more than add requirements to the present ones. 

“Letters from the Commission requesting that registration statements or prospectuses be amended to 
include other or further information are commonly called “deficiency letters.” 

% Further complaint is directed to the last minute reversals of opinion as to the sufficiency of statements. 
When questions are involved which do not appear to be really material and the changes cost several 
thousand dollars the complaint is apt to be particularly bitter. 
© The Securities Exchange Act of 1934 and The Public Utilities Holding Company Act. 
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THE SECURITIES ACT AND ITS EFFECT UPON THE 
INSTITUTIONAL INVESTOR 


C. Joun Kunn* 


I 


The institutional investor—comprised largely of insurance companies and banks 
—is one of the most important classes of securities purchasers. Many of these or- 
ganizations throughout the country were asked the general summarizing question: 
“Do you see any marked difference between conditions now as compared with 
pre-Securities Exchange Commission times in their effect upon your own investment 
policies and programs?” ‘The answer was an almost unanimous “No!” 

Such a broad categorical statement, however, needs some qualification. The 
question and answer could easily dismiss the subject as to the met effect upon insti- 
tutional investment policies, but some attention must be given to both the favorable 
and unfavorable features whose sum total appears to be not far from zero. 

It has been the writer’s experience—and likewise that of most of those in a similar 
capacity with whom this problem has been discussed—that little has been accom- 
plished to alter in any noticeable degree the investment status of institutions as a 
whole. Rather, paths smoothed out in the approach to the investment problem have 
been offset by the rocky roads left open in the changed course that must now be 
pursued. 

Greater Information Available 


Foremost among the benefits of the Securities Act of 1933, as amended, and of 
. the Securities Exchange Act of 1934, is the accessibility of more information with 
respect to companies whose securities are presently outstanding or about to be issued. 
There can be no doubt of the great advantages gained. Here the accomplishment 
has been specific, helping all classes of investors. Whether complete advantage is 
taken of this opportunity by the smaller institutions is beside the point. At least it 
is there for their use. ‘ ; 

To institutions whose investment analysis is more painstaking, the information 


* B.S., 1922, University of Rochester. Since 1932 Financial Vice-President of Firemen’s Insurance 
Company of Newark, New Jersey, and of other companies within the Loyalty Group. Occasional con- 
tributor of articles of economic interest. 

The author wishes to point out that this paper is purposely confined to the subject expressed in the 
title. No attempt has been made to give any institutional view of the securities legislation from a broader 
economic, political or social angle—he has rigidly refrained from treading upon ground which is to be 
covered in other sections of this publication. 
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now given on new issues in regard to affiliations, contracts, litigation, investment 
accounts, contingent liabilities, stock ownership, etc., is of tremendous importance. 
Moreover, the knowledge that there is slight possibility of misrepresentation or 
omission of material facts is not only a comfort but a distinct aid in the elimination 
of much research work. 

This dissemination of more detailed information is a progressive step in setting 
up improved standards of investment practice. The provisions of the Acts calling 
for this have developed and should continue to develop a greater spirit of co-operation 
in disclosing necessary data, not because of the requirements of the law alone, but 
as a tradition and a custom. It is already spreading into channels affecting securities 
of companies which have not raised any capital since the inauguration of the new 
federal securities legislation. Witness the gradual broadening and delineation of 
facts in interim and annual reports. Witness the increased endeavors on the part 
of the New York Stock Exchange to obtain in listing statements such information 
as was formerly considered sacred. 

To the larger institutions the effect of the new form of publicity of data has been : 
somewhat overrated. The invested assets of these institutions comprise well over 
two-thirds of the total of all such institutional invested assets. Their security buyers 
are trained and sophisticated; they usually have experienced assistance in performing 
necessary investigational work; they know what they want and what to look for 
and where to go to get it. Even with the information made available under the 
new legislation, there is still much research work to be done on matters not disclosed » 
in a registration statement of a new issue or of an issue listed on a national exchange. 
With all the information now provided, the responsibility for getting the answers 
to problems not covered in the form of publicity presently required cannot be 
avoided. This may again be considered as beside the point, but it indicates that 
the value of this aspect of the legislation is entirely relative. 


Evils Eliminated 
Of importance are the restraints now imposed upon corporations and investment 
bankers foisting new issues upon institutions and individual investors with a paucity 
of information. The gullibility of a certain section of the smaller institutional in- 
vestors can probably never be appeased, but the chances are slight of their being 
imposed upon to the extent they formerly were. The only practical offset to this is 
the fact that with the extreme care now necessary for sellers, and with distributing 
profits cut, the smaller institutions receive much less attention. In a great many 
cases they are eliminated entirely with no chance whatsoever to purchase new issues. 
On the other hand, the Securities Act tends to lessen the danger of smaller institu- 
tions becoming overloaded with securities of a non-institutional character through ‘ 
high pressure salesmanship. 
While still a matter of opinion, it is unlikely that a gigantic fraud such as Inter- 
national Match could again be perpetrated upon investors. No apologies are needed 
for the institutions who purchased Mr. Kreuger’s securities, but under the new Act 
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they will probably not be caught again. Further, irregularities exposed in recent 
years in Simmons Co., Gillette and other companies would undoubtedly have been 
prevented in their inception. By hindsight, the advantages would have been obvious. 

Of no little importance, also, is the fact that the information now available under 
the Securities Act tends to reduce the spread between offering price to the public and 
the price received by the issuer. A price spread of 3% points is a rarity today, 
whereas prior to the Act this spread was more often near the minimum range." 
It may be said that the combination of high-grade refunding financing and low 
money rates with the plethora of funds seeking investment would have brought this 
result in any event, but it appears that the new legislation is the real motivating 
factor. The benefits to both issuer and buyer are apparent. 





Protective Measure Improved 


Two of the finest pieces of work done by the Securities and Exchange Commis- 
_ sion to date, and of particular advantage to institutions, are (1) that of attempting 
"to define trustees’ functions more clearly, and (2) steps taken to eliminate the 
protective committee racketeer.? 

In regard to the former, institutions have deplored the looseness of indenture 
provisions regarding trustees’ powers and the mockery of remedies offered. In 
numerous cases they have refused to buy certain issues for that very reason. Any 
tightening of these provisions as a result of the Commission’s activity—and the work 
done so far should have some helpful effect even if it is carried no further—is a 
definite gain. 

The protective committee racket has been a thorn in the side of institutions. In 
most major instances, institutional representatives are and have been the leaders in 
serving the interests of security-holders when difficulties arise. The minority com- 
mittees, frequently formed in the past with some ulterior motive, should now be 
largely eliminated. 


The Securities Act Not Responsible for Lack of New Capital Financing 


The Securities Act often has been accused of being an obstacle to new capital 
financing and of having eliminated a large source of investment for institutional 
funds. There is an almost complete unanimity of opinion among institutions that 
this criticism is unjustified and that other economic factors are in reality the cause. 
Without attempting any elaborate proof of the soundness of this position, two facts 
alone will provide ample evidence. 


*For a table presenting spreads on issues before and after the Act, see Gourrich, supra, p. 69. 

? The Commission is conducting a broad investigation of the “Work, Activities, Personnel and Func- 
tions of Protective and Reorganization Committees,” the results of which have been published in part. 
Specific recommendations are made to Congress for legislation which will strengthen weaknesses that 
exist. Although no definite action has been taken as yet, the publicity accorded these studies and resulting 
recommendations for legislation has had an immediate effect in transforming trustees’ inertia into action 
and in curbing protective committee excesses. With regard to the latter, the necessity for registration 
with the Securities and Exchange Commission upon issuance of reorganization securities is also a check 


on improper practices. 
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First, railroads are exempt from registration under the Act. The absence of new 
capital financing by the rails cannot, therefore, be laid at its door. Second, financing 
for refunding purposes has been prolific in all types of industries. With all the 
attendant disadvantages of cost, etc., corporations have not refrained from under- 
going the painful process of meeting registration requirements under the Act, where 
real savings or other advantages accrue. After all, those registration requirements 
for refunding purposes are precisely the same as they would be for new capital ‘ 
purposes—ergo, if new capital were needed, it would be obtained! From this view- 
point, institutions appear to have suffered no harm as a result of the Securities Act. 


“Beating the Gun” 

Of all the controversial questions that arouse a storm of discussion with regard 
to new security issues, “beating the gun” has received more attention than it de- 
serves. So little harm could result from a liberal interpretation of this section of the 
1933 Act and so little could be gained from its strictest enforcement that the entire 
matter is considerably over-emphasized. It becomes a nice question as to which side 
is the real winner in either event. As usual, attempts to regulate and control human 
behavior cause great ruptures in the body politic and great infractions of the rules. 
In this case, the expected result is seen—the condition is now as bad as or worse than \ 
it was before the Act was passed. 

In the trade, “beating the gun” means making commitments for sale or purchase 
of new issues before the effective date of a registration statement. Despite all at- 
tempts to stop this practice, it has persisted, with institutions being largely in the sup- 
posedly “favored” class of buyers. No one will deny that institutions as a class 
make up the backbone of the new issues market. Without them, capital could be 
raised only with great difficulty and at a much higher cost. Their role in our finan- 
cial system of accumulating funds to provide capital is integral—they represent the 
public in the form of depositors, policy-holders, et al. Why, then, can there be any 
complaint about their receiving favored treatment, if such it be? 

But the subject strikes deeper than this somewhat specious reasoning. While 
most institutional buyers are attempting to obey the law (they are as culpable as 
the seller if they make a definite purchase commitment before the effective date), 
those who are meticulous are injuring themselves the most. To follow the law to 
the letter means to work blindly. If, for example, after proper study, an institution 
decides to invest $1,000,000 in a forthcoming issue, it may eventually be able to 
obtain only $10,000 to $25,000 at the offering price under present conditions. This 
is hardly intelligent investing. It could formerly plan exactly and purchase its 
requirements directly from the underwriting syndicate or banking group members. 
Now it must scramble with every individual one-bond buyer and perhaps purchase 
from as many as 200 different dealers scattered throughout the country, nonetheless 
not getting all it desires. The waste and added costs are self-evident.* The stimula- 


Institutions frequently complain of the number of prospectuses received describing a single new issue. 
Some of the larger institutional investors receive as many as 250 prospectuses, with an actual need for 
but two or three. While not required under the law, most underwriting firms request acknowledgments 
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tion to “free riders” has been enormous under present market conditions, and will 
eventually hurt the establishment of free markets under less favorable money and 
market circumstances. 

This is not the procedure followed by large sellers and buyers of commodities 
or manufactured articles. Why should there be any difference with respect to securi- 
ties? It is difficult to see where harm can be done by making initial offerings to 
large buyers. Certainly it is less expensive to the underwriters and therefore less 
costly to issuer and buyer. In these days of excessive cash funds, the larger institu- 
tions suffer because of their inability to put this cash to work—partly for the reason 
already given. 

To attempt to draw a line of demarcation and define when submission of data 
on a new issue is or is not an offering is nothing but legal acrobatics—it would be 
classed by a practical man as pure nonsense. No one is fooled—buyer and seller 
both know what each is after, and a commitment can be made by a mere meeting 
of minds without a mention of the fact. Institutions are heartily sick of these silly 
subterfuges and thin disguises. They don’t want “beating the gun” stopped! 

Enforcement of this section of the 1933 Act is as useless as King Canute’s efforts 
to stem the tide. It should be altered and modified to allow free and open discussion 
of new issues with potential buyers without this sophistic bush-beating and the 
creation of stealthy law violators. In all fairness it should be said that the Securities 
and Exchange Commission is not unaware of the situation the law has created and 
is cognizant of the difficulties in interpreting it. This has been shown in certain of 
its releases and in the mild charges brought against a group of underwriters on this 
score in June 1936. It is to be hoped that, in the absence of any change in the law, 
the Commission will continue to devote its attention to other more important 


matters. , 
Private Placements 


Because of excessive costs, or for other internal reasons, many corporations have 
avoided registration under the Act and have sold their securities privately. The 
larger institutions, in general, have been the principal purchasers of such issues. 
This trend has shown a tendency to increase since the establishment of the Securities 
Act. According to the Commercial and Financial Chronicle, a total of over $212,- 
000,000 was privately placed in the first seven months of 1936, or more than 7% of 
all corporate financing during that period.* Occasionally, an issue may be registered 
subsequent to its having been privately sold. This took place before the enactment 
of the 1933 Act, both in complete private placements and in the sense that a large 
part of major new issues may have been sold to institutions before being offered to 
the public—usually the latter. As contrasted with the situation existing before the 
Act, the present procedure now holds some definite disadvantages. 


of prospectuses for their own protection under Section 5 of the Securities Act of 1933. It is not feasible 
for institutions to cooperate in this regard. 

*For tables presenting data on private placements since the adoption of the Act, see Gourrich, Invest- 
ment Banking Methods Prior to and Since the Securities Act of 1933, Table V, supra, p. 64, and Gold- 
schmidt, Registration Under the Securities Act of 1933, Table I, supra, p. 21. 
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In the old days, it was often the case that underwriters discussed features of a 
proposed offering with institutional buyers. This was helpful to them and also to 
the institutions since they frequently were responsible for tightening various inden- 
ture provisions and for improving the terms in some instances. Their judgment 
was valuable to the banker and lessened his burden of attempting to serve the in- 
terests of the issuer and the public—extremely opposing viewpoints. The efforts of 
institutions to strengthen the investment status of a new issue for their own purposes 
were safeguards to the public who likewise purchased the new securities. These 
institutions now are able to dictate terms on private placings with them, but, since 
there can be no subsequent partial sale to the public, the public loses those benefits. 
Means should be found to restore this form of protection to smaller institutions and 
non-institutional investors. 


The growth of private placings excludes the smaller institutions and individuals , 


and eliminates a source of employment of their funds. This is true both in original 
offering and in the lack of a subsequent open market in which to buy. Most private 
placings, whether later registered or not, are closely held and unlikely to be redis- 
tributed.® 

This matter ties in closely with the law aimed at “beating the gun.” There now 
can be no pre-public offering to institutions—a new issue must be placed privately 
as a whole or offered to institutions and the public simultaneously. The Securities 
and Exchange Commission can do nothing about this without an amendment to 
the Act, the need for which is readily apparent. A return in this respect to condi- 


tions ante-dating the Securities Act, with open dealings permissible after filing date \ 


rather than effective date, would be salutary. 


Thin Markets 

Although governmental control of markets is accomplished under the Securities 
Exchange Act rather than under the 1933 Act, legislative regulation of markets is 
mentioned here because of its importance to institutions. Many institutions invest 
in common and preferred stocks, essentially on a long term growth basis and as a 
precautionary measure against changes in dollar purchasing power. Despite protesta- 
tions to the contrary and whatever other advantages may accrue, it is the consensus 
of opinion among trained security buyers that regulations on specialists, floor traders 
and professional non-member traders, psychological limitations on short sellers and 
legitimate speculators, high margin requirements and rulings pertaining thereto, 
publication of purchases and sales of officers, directors and large owners, etc., have 
a restrictive effect upon markets outweighing the benefits gained. The result is 
exaggerated price movements in both directions, particularly on the decline. Unfor- 
tunately (in a sense), this opinion has not been tested as yet. Beyond temporary 
and sporadic periods of liquidation, the trend of all security markets has been con- 
sistently upward since the enactment of the Securities Exchange Act.® 


5 While having no present application, there exists the possibility that a growth in private placements 
might reduce the liquidity of institutional portfolios. : 
®This fact must temper all criticisms of the 1933 and 1934 Acts and the Securities and Exchange 
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If the current prophecy of virtual demoralization of the market during a marked 
downtrend turns out to be true, the effect on institutions will be pronounced. Bonds 
other than high grades will follow the same general pattern. A restricted or frozen 
position together with painful and perhaps deadly shrinkage in assets may result 
and could have disastrous consequences. While efforts to prevent manipulation are 
laudable, shackling the law of demand and supply usually proves ineffective and 
harmful. Framers of the 1934 Act and those who administer it may well keep in 
mind that artificial impediments seeking to check the normal functioning of a 
natural law might have a twin boomerang effect upon the public through the 
difficulties caused institutions. 


State, County and Municipal Securities 

As a class, no type of security is more involved, more subject to political factors, 
and less susceptible to continued analysis and the application of judgment, than 
obligations of political subdivisions. Sins of omission and commission have occurred 
in this, field as flagrantly as in any other. There have been many cases of deliberate 
misrepresentations and misstatements and others of veiled and concealed facts. In 
the spring of this year, for example, there was offered to the public an issue of a 
Southern municipality, carrying the name of that city (which made it tax exempt), 
but which, in reality, was not an obligation of the city at all. It was supported, prin- 
cipal and interest, by the income received from the lease of a certain property to a 
railroad—nothing else. Stripped of technicalities and red tape, its strength depended 
upon the credit of a common carrier and not of a taxing authority. What could 
this be called but a thinly disguised misrepresentation? 

Frequent changes in administration, the lack of incentive as in business, the 
prevalent tendency to blame predecessors in office for misdeeds without assuming 
responsibility for their correction, omission of periodic condition reports, etc., all 
contribute to the need for regulation. Much could be said in its favor from the view 
point of helping to prevent municipalities from again overburdening themselves 
with debt and getting into a hopeless financial morass. 

Why not have federal regulation of such securities? It is true that state legis- 
latures have passed many acts in recent years in an attempt to solve the municipal 
finance problem, but these are primarily in the interest of the municipality rather 
than the investor. Constitutional and state rights are involved, but in these days 
they are no insurmountable barriers. Institutions, as large holders of state, county 
and municipal securities, would welcome regulation of municipal bond issues—at 
least to the extent of filing registration statements that contain needed data. 


Broker-Dealer Segregation 
The study, authorized under the Securities Exchange Act, of broker-dealer segre- 
gation which has been undertaken by the Commission and which is incomplete as 


Commission. The Commission has been in office during one-half of a long term cycle only—not until 
we have gone through the remaining half of the cycle under the new securities legislation will we know 


its faults and its virtues. 
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yet, deserves some mention. If any legislation results, circumscribing the activities 


of brokers and dealers in their present dual capacity, the effect will be felt acutely ' 


by institutions. 

The Commission’s first report on this subject, dated June 30, 1936, is an admirably 
calm and sane approach to the problem, although in the writer’s opinion somewhat 
tinged with a pre-conceived idea of the desirability of segregation. Are not dual 


relationships extant in most businesses? Can every such relationship be delineated, » 


carefully plucked apart and regulated by law? This is dangerous ground. 

The report says “Undoubtedly, abuses incident to these multiple relationships 
are held in check by the standards of business conduct prevailing among reputable 
commission brokers. Practices on the part of a commission house which are detri- 
mental to the interests of its brokerage customers would appear, in the final analysis, 
to be opposed to the dictates of enlightened self-interest. Nevertheless, such abuses 
have not been uncommon in the past.” Is any business relationship perfect? 

Any disruption of this dual function would make institutional buying and selling 
a much less efficient and more difficult operation; it would largely eliminate a source 


of valuable investment information now available by virtue of that multiple capacity; “ 
it would bring into play a prejudiced attitude on the part of security houses toward . 


their institutional customers. All this would have exaggerated effects upon insti- 
tutions outside the New York metropolitan area. Much could be added as to the 
probable derangement of our entire system of sale and distribution of securities— 
it has been made hard enough for institutions as it is. 

In the securities business, temptations and opportunities for dishonesty abound 
in a measure greater than in almost any other field. It is generally admitted by 
those familiar with security operations and by the Commission itself, that standards 
of conduct in the business are high. Is it necessary to overthrow the entire system 
upon discovery of abuses, or is it wiser to set up means of preventing their recurrence 
without destroying a business that has proved its worth? 


II 


To institutions, nothing can take the place of experience and judgment in the 
selection of investment media. No legislation can replace those safeguards. Aside 
from the very small banks, insurance companies, etc., (which, for purposes of this 
article, must be classed as individual investors) most institutions know what they 
want to buy—they are seldom “sold” anything. If they are, that very act is conducive 
to the research and analysis which they are prepared to make. 

From an institutional viewpoint, the purpose of the Securities Act is primarily 
to protect the small investor—institutions did not need such protection. From the 
setting up of those safeguards for the small buyer without making any distinctions, 
the large investors gain relatively little. An institution which purchases $1,000,000 
of a new bond issue is put on the same level as the individual who buys $1,000 of 
the same issue—and incidentally both pay the same price.’ For the protection 


Quantity discounts and concessions to institutions were discontinued by underwriters themselves shortly 
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which may now be afforded the little fellow, the institution pays a penalty and is 
placed in no better position if anything goes wrong. 

As an illustration, penalties imposed in the Acts for infractions of the law are 
virtually meaningless to financial institutions. As a practical matter, they cannot 
sue—they must assume responsibility and suffer for their own mistakes. And as 
essentially long term investors, the one to three year limitation on actions to recover 
damages, good though this may be, restricts further the value of these remedies. 
Why apply these penalties to transactions with institutions when they cannot take 
advantage of them? There have been but a negligible number of instances prior 
to the enactment of the securities legislation where these penalties would have pre- 
vented trouble for institutions. It would be far better to discriminate and allow a 
restoration of the old institution-underwriter relationship. Whatever evils may 
have existed then, the present furtive and clandestine atmosphere that shrouds many 
transactions encourages as many, if not more, devious practices. Too much regula- 
tion often defeats its own ends—with all of its benefits, the securities legislation has 
certainly made investment operations more difficult for institutions. 

Desire for improved standards of practice is universal. Like a new broom, a new 
agency feels that it must sweep clean, but there is no single rule that can cover a 
heterogeneity of circumstances. 





Ill 


Specifically, institutions would welcome changes in the law and in the adminis- 
tration of it as follows: 

First. Amend Section 5 of the Securities Act of 1933, exempting therefrom insti- 
tutions and professional buyers, and allowing free and open discussion with, and 
offerings of new securities, to institutions and professional buyers prior to effective 
date. 

Second. Relax restrictions imposed under the Securities Exchange Act of 1934 
which have resulted in a large-scale elimination of the legitimate speculator and a 
consequent thinning of the market. 

Third. Amend the 1933 Act to include issues of states, counties and municipalities. 

Fourth. Demand public disclosure by underwriting syndicates of terms of new 
offerings two or three days prior to effective date. 

Fifth. Remedy conditions under which institutions are now forced to purchase 
surreptitiously foreign internal securities not registered with the Commission. In 
many cases such issues are necessary holdings in conjunction with business done in 
those countries. Now they must be bought under cover and sneaked into this 
country. 

Sixth. Reduce substantially the cost of securing from the Commission copies of 
registration statements, corporation reports, publications, etc. 


prior to and during N. R. A. days. Neither the 1933 Act nor any regulations issued by the Commission 
contain any prohibition against this practice. Institutions feel that, in simple justice and on a pure business 
basis, they are entitled to discounts on large purchases. 


























SOME PROBLEMS OF EXEMPTION UNDER THE 
SECURITIES ACT OF 1933 


Aten E. Toroop* AND Cuester T. LAnet 


The writers have sought in this article to review briefly the history and scope of those 
provisions of the Securities Act of 1933, as amended, which exempt specified securities or 
transactions from the registration and prospectus requirements of the Act, and to discuss 
in some detail certain problems which have arisen in the application of these provisions. In 
their discussion of these problems, the writers have, with the consent of the Securities and 
Exchange Commission, made generous use of the body of interpretative material evolved 
in the course of consideration of questions presented by lawyers and laymen for advisory 
opinions of the General Counsel. However, although in many instances the situations 
discussed will have had some counterpart in matters which have thus been brought to the 
attention of the General Counsel, any opinions advanced herein are, unless the contrary is 
specifically indicated, to be regarded merely as the writers’ personal views, and not as 
necessarily reflecting the previous expression of corresponding advisory opinions. 


Any consideration of specific problems arising under the exemptive provisions of 
the Securities Act of 1933, as amended,! requires an initial survey of the general char- 
acter of securities and transactions exempted and of the effect of the exemption thus 
afforded. Broadly speaking, the Act, by Section 5 thereof, prohibits the use of the 
mails or any means or instruments of transportation or communication in interstate 
commerce to offer, sell or deliver after sale any security except in accordance with 
specified registration and prospectus requirements. In addition, Section 17 makes 
unlawful the use of any such means for the sale of securities by fraudulent or mis- 


* A.B., 1921, Hamilton College; A.M., 1922, Harvard; LL.B., 1925, S.J.D., 1926, Harvard Law School. 
Member of New York Bar. General Counsel, Securities and Exchange Commission, since January 15, 19373 
Assistant General Counsel from September 1934. Associated with Cotton, Franklin, Wright and Gordon, 
New York, 1926 to 1934, except during period of appointment for several months in 1932 as Counsel 
for Reconstruction Finance Corporation. Secretary of Foreign Bondholders Protective Council, Inc., New 
York, March 1934 to September 1934. 

+ A.B., 1926, LL.B., 1930, Harvard. Member of New York Bar. Assistant General Counsel, Securities 
and Exchange Commission, since January 15, 1937; on staff of General Counsel from October, 1935. 
Associated with Milbank, Tweed, Hope & Webb, New York, 1930-1935. 

The writers wish to acknowledge the valuable assistance rendered them by Mr. M. Quinn Shaughnessy, 
a member of the legal staff of the Securities and Exchange Commission. 

*Public Law No. 22 of the 73rd Congress, approved May 27, 1933, consists of two titles, the first of 
which is designated therein as the “Securities Act of 1933,” and the second of which is designated therein 
as the “Corporation of Foreign Bondholders Act, 1933.” 48 Star. 74, 15 U.S. C., §77a. Title I, the 
Securities Act of 1933, has been amended by Title II of the Securities Exchange Act of 1934, 48 Stat. 
881, and also, in one relatively unimportant respect, by the Motor Carrier Act of 1935, 49 Stat. 543, 49 
U. S. C. §§301-327. 
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leading methods. In aid of the express prohibitions of Sections 5 and 17, Section 12 
vests in the purchaser of any security sold in contravention of such prohibitions a 
right to rescind his purchase, or to recover damages if he no longer owns the security. 
In terms, the prohibitions of the Act apply to all transactions involving sales of 
securities through the mails or instrumentalities of interstate commerce, regardless 
of the nature of the securities so sold, or the character of the persons by whom such 
sales are effected. 

Except as regards fraud or negligent misrepresentation on the part of the seller, 
however, the administrative provisions of the Act are primarily directed to the prob- 
lem of distribution, as distinguished from that of trading. Furthermore, in the 
drafting of the Act it was evidently appreciated that there existed numerous types 
of securities and of distributions to which a system of centralized supervision by the 
federal government would be either unnecessary or inappropriate. In recognition of 
these limitations, specific classes of securities and of transactions are expressly 
exempted from the general prohibitions established by Section 5 of the Act. This 
article is primarily concerned with certain problems of interpretation created by the 
sections of the Act providing for such exemptions. 

The exemptive provisions are contained in Sections 3 and 4 of the Act,? and in 
Sections 77(f) and 77B(h) of the Bankruptcy Act. Except as to transactions in the 
securities of banking institutions and of federal and state governments and their 

/ instrumentalities,?> the exemption afforded does not in effect extend beyond the 
exemption of specified securities and specified transactions from compliance with the 
registration and prospectus requirements of the Act.* It follows that in all trans- 


* Section 5(c), as originally adopted, was in effect also an exemptive provision. However, by amend- 
ment of the Act in 1934, this section was deleted and a somewhat similar provision substituted as 
$3(a)(11). 

*§3(a)(2). For a more complete enumeration of such securities, see p. 92, infra. 

“Section 3, entitled “Exempted Securities”, provides: “Except as hereinafter expressly provided, the 
provisions of this title shall not apply to any of the following classes of securities: .. .” Section 12, 
which in clause (2) thereof imposes civil liabilities for misrepresentation in the sale of securities, provides 
that it is applicable to the sale of a security “whether or not exempted by the provisions of section 3, other 
than paragraph (2) of subsection (a) thereof”; and §17, prohibiting fraudulent security transactions 
involving the use of the mails or interstate commerce and the fraudulent “puffing” of securities by such 
means, provides: “The exemptions provided in section 3 shall not apply to the provisions of this section.” 
Section 4, entitled “Exempted Transactions,” provides: “The provisions of section 5 shall not apply to 
any of the following transactions: . . .” 

The limited scope of the exemption afforded by §77B(h) of the Bankruptcy Act is relatively clear. 
The securities specified therein are stated to be exempt “from all the provisions of the Securities Act of 
1933, approved May 27, 1933, except the provisions of subdivision (2) of section 12, and section 17 
thereof, and except the provisions of section 24 thereof as applied to any willful violation of said section 
17.” 48 Star. 911 (1934), 11 U. S. C. §207(h). Section 77(f) of the Bankruptcy Act, with less clarity, 
provides in part: “The provisions of title I and of section 5 of the Securities Act of 1933, as amended, 
shall not apply to the issuance, sale, or exchange of any of the following securities, which securities and 
transactions therein shall, for the purposes of said Securities Act, be treated as if they were specifically 
mentioned in sections 3 and 4 of the said Securities Act, respectively: . . .” (Italics supplied.) 49 Srar. 
911 (1935), 11 U. S. C. A. §205(f). The text of this provision is obviously self-contradictory, in that 
the mention of a security in §3 or a transaction in §4 does not, under the provisions of those sections, 
exempt the security or transaction from all the provisions of Title I of the Act. Yet the clause quoted 
above provides that “the provisions of title I . . . shall not apply”. It is submitted that the more specific 
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actions in which securities, other than those specified above, are sold by the use of 
any means or instruments of transportation or communication in interstate com- 
merce or of the mails, by means of a prospectus or oral communication, the seller 
may be required to respond to the purchaser in damages if such prospectus or com- 
munication is misleading by reason of the seller’s fraud or negligence, regardless of 
the exempt status of the securities. Furthermore, the prohibitions of the Act against 
fraudulent transactions, and the remedial and penal provisions supporting such 
prohibitions, apply to transactions in all securities regardless of their “exempt” 
| status.® 

The exemptive provisions of the Act may be classified as: 





First: Provisions exempting securities by reason of the character of the issuer. 

Second: Provisions exempting securities by reason of the character of the security or 
the issue of which the security is a part, regardless of the character of the issuer. 

Third: Provisions exempting securities by reason of the manner of their distribution, 
regardless of the character of the issuer, the security, or the issue of which it is a part. 

Fourth: Provisions exempting particular classes of transactions, regardless of the char- 
acter of the issuer, the security, the issue of which the security is a part, or the manner in 
which the security was originally distributed. 


In an article of the present compass it is hardly feasible to attempt an exhaustive 
analysis of the problems presented in respect of each type of security or transaction 
) comprehended within the general classifications outlined above. It is therefore pro- 
posed to summarize briefly the nature of the exemptive provisions which rest upon 
the character of the issuer or the character of the security or issue of which it is a 
part, and then to discuss in some detail certain questions arising out of the exemptive 
provisions comprehended within the third and fourth classifications referred to 
\ above.® 


language in the provision would govern the more general, and that, in the absence of judicial decision 
to the contrary, it may be assumed that §§12(2), 17 and 24 are applicable to the securities and transactions 
specified in §77(f) of the Bankruptcy Act. 

5 This statement is subject to possible qualification with respect to the application of injunctive remedies 
under §20 to securities exempted by §§77(f) and 77B(h) of the Bankruptcy Act, supra note 4. 

* Essential to an appreciation of the problems of exemption under the Securities Act is an understand- 
ing of the fact that the exemptive provisions are self-executing. Exemption depends not upon any find- 
ing or approval by the Commission, but upon factual compliance with the conditions of the particular 
provision under which exemption is sought; and even in cases where these conditions include the filing of 
papers with the Commission, as in the case of certain of the exempting regulations adopted by the Com- 
mission under §3(b) of the Act, there is no provision for the taking of any action by the Commission to 
establish the exemption. Since the amendment of §19 of the Act in 1934, the Commission has, it is true, 
the power by rule or regulation to define technical as well as accounting and trade terms; and, in addition, 
§19 as amended contains the following provision: “No provision of this title imposing any liability shall 
apply to any act done or omitted in good faith in conformity with any rule or regulation of the Com- 
mission, notwithstanding that such rule or regulation may, after such act or omission, be amended or 
rescinded or be determined by judicial or other authority to be invalid for any reason.” 

The wisdom of this latter provision is obvious and its soundness both as a matter of legislative policy 
and on constitutional grounds has received full discussion (See Cook, Certainty in the Construction of 
the Law, 21 A. B. A. J. 19 to 21). However, the Commission has not regarded this provision as an 
authorization to it to proceed freely in the promulgation of regulations determining the availability of 
exemptions in particular types of cases, even though it might be possible, to construe certain of the terms 
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Provisions EXEMPTING SECURITIES BY REASON OF THE CHARACTER OF THE IssuER 


The provisions of the Act which exempt securities by reason of the character of 
the issuer are found in Sections 3(a)(2) and 3(a)(4) to 3(a)(8), inclusive. In gen- 
eral they include many types of securities which already enjoy exemption from the 
application of the various state blue-sky laws. Section 3(a)(2) exempts federal, state, 
and municipal securities, including those of public instrumentalities of the states or 
territories, those of a person controlled or supervised by and acting as an instru- 
mentality of the federal government, certificates of deposit for any of the securities 
just mentioned, and also securities issued or guaranteed by national banks or by 
state or territorial banking institutions which are appropriately supervised and whose 
business is substantially confined to banking. This provision also exempts securities 
issued by or representing an interest in or a direct obligation of a Federal Reserve 
Bank. Section 3(a)(4) exempts securities issued by persons organized and operated 
exclusively for religious, educational, benevolent, fraternal, charitable or reformatory 
purposes. Section 3(a)(5) exempts generally securities of building and loan asso- 
ciations and farmers’ cooperative associations.” Section 3(a)(6) exempts securities 
issued by carriers the issuance of which is subject to approval by the Interstate Com- 
merce Commission.’ Section 3(a)(7) exempts receivers’ and trustees’ certificates 


found in the exemptive provisions as technical terms. The procedure followed by the Commission in its 
desire to facilitate operation under the Act has been to authorize its General Counsel, in situations where the 
inquiry is clearly bona fide and where the Congressional intent as to the meaning of a particular provision 
seems reasonably clear, to render advisory opinions, the fact that such opinions do not constitute rulings 
by the Commission being, however, expressly stated. The somewhat limited effect of such opinions in 
a civil case arising between private litigants is evident. A number of such opinions on matters of general 
interest have been published, and from time to time there will undoubtedly be further publication of such 
material. 

* The exemption for securities issued by farmers’ codperative associations is limited to such associations 
as come within the definitions contained in paragraphs (12), (13) and (14) of §103 of the Revenue 
Act of 1932. Generally speaking, the definitions set forth in the Revenue Act make the exemption 
available only to producers’ codperatives having as their chief purpose the marketing of farm produce, the 
purchasing of supplies and equipment for members, or the financing of normal crop operations. Securities 
issued by consumers’ cooperatives are therefore not within the scope of the exemption. 

® Section 3(a)(6) of the Act originally exempted “‘any security issued by a common carrier which is 
subject to the provisions of section 20a of the Interstate Commerce Act, as amended.” Section 214 of the 
Motor Carrier Act of 1933, supra note 1, amended §3(a)(6) to read: “Any security issued by a common or 
contract carrier, the issuance of which is subject to the provisions of section 20a of the Interstate Commerce 
Act, as amended” (Italics supplied). Prior to this amendment the last clause of this section apparently 
modified the word “carrier” rather than the word “security.” The effect of the amendment seems to 
have been to remove from the exempt status certain securities issued by carriers. In the first place, the 
definition of “‘security” in §20a(2) of the Interstate Commerce Act, 41 Stat. 494 (1920) 49 U. S. C. 
§20a(2), is much narrower in scope than that contained in §2(1) of the Securities Act, applying only to 
a share of capital stock, bond, or “other evidence of interest in or indebtedness of” a carrier. This 
definition apparently does not include voting trust certificates or certificates of deposit. Furthermore, 
§20a(9) of the Interstate Commerce Act provides specifically that the issuance of certain securities by 
carriers is not subject to the requirement of approval by the Interstate Commerce Commission. These are, 
generally, notes maturing in less than two years in an aggregate amount of not more than 5% of the car- 
rier’s outstanding securities. Carriers are merely required to file a certificate of notification with the Inter- 
state Commerce Commission in respect of such securities within ten days after their issuance. It is at least 
doubtful whether the issuance of notes of this character would be construed to be subject to §20a within 
the meaning of §3(a)(6). In addition, it seems clear that securities issued by motor carriers in a total 
amount of less than $500,000 (including outstanding securities), which under §214 of the Motor Carrier 
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issued with court approval. Section 3(a)(8) exempts insurance and endowment 
policies and annuity contracts issued by. corporations subject to supervision of an 
insurance commissioner, bank commissioner, or similar state official. 


Provisions ExEMPTING SECURITIES BY REASON OF THE CHARACTER OF THE SECURITY OR 
THE IssuE OF WHICH THE SECURITY IS A PART, REGARDLESS OF THE 
CHARACTER OF THE IssuER 


Two sections of the Act afford exemptions in which the basis of the exemption is 
not the character of the issuer but rather the character of the security itself or of the 
issue of which it is a part. 

Section 3(a) (3) is designed to exempt ordinary commercial paper of the character 
usually available for rediscount by the Federal Reserve banks.® Specifically, the 
exemption extends to “any note, draft, bill of exchange, or bankers’ acceptance which 
arises out of a current transaction or the proceeds of which have been or are to be 
used for current transactions, and which has a maturity at the time of issuance of not 
exceeding nine months, exclusive of days of grace, or any renewal thereof the matur- 
ity of which is likewise limited.” The meaning of the term “current transactions,” 
with particular reference to collateral trust notes issued by finance companies, is 
discussed in a published opinion of the Commission’s General Counsel.’® 

Section 3(b) empowers the Commission, by its rules and regulations, and subject 
to such terms and conditions as may be prescribed therein, to exempt, to the same 
extent as other securities specified in Section 3, any class of securities as to which 
it finds that by reason of the small amount involved or the limited character of the 
public offering compliance with the registration provisions is not necessary. This 
power of the Commission is, however, limited by a provision that no issue of securi- 





< 


ties shall be so exempted where the aggregate amount at which such issue is offered ‘ 


to the public exceeds $100,000. Pursuant to this section the Commission has adopted 
regulations exempting various types of small issues of securities upon conditions 
adapted to the character of the particular types of issues exempted and to the tech- 
nique ordinarily employed in the distribution of such issues. The regulations thus 


adopted fall into two categories: regulations relating to securities broadly designated * 


as “oil and gas interests,”"1 and regulations relating to securities generally, other than ‘ 


oil and gas interests. 


Act of 1935 are not subject to §20a of the Interstate Commerce Act, are not within the exemption from 
registration provided by §3(a)(6). 

*See H. R. Rep. No. .85, 73rd Cong., 1st Sess. (1933) 15. However, comparison with §13 of the 
Federal Reserve Act, as amended, 12 U. S. C. §343, indicates that the exemption afforded by §3(a)(3) 
may be somewhat broader than was intended by Congress. 

Securities Act Release No. 401 (June 18, 1935). This opinion supersedes an earlier opinion pub- 
lished in Securities Act Release No. 388 (June 8, 1935). 

The term “security,” as defined in §2(1) of the Securities Act, includes any “fractional undivided 
interest in oil, gas, or other mineral rights,” and also any “certificate of interest or participation in any 
profit-sharing agreement.” The several types of oil and gas interests covered by this definition which are 
embraced within the Commission’s exempting regulations are set forth in Rule 300 of the General Rules 
and Regulations under the Securities Act. As there indicated, the term “security” has been construed to 
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The regulations relating to securities other than oil and gas interests are con- 
tained in Regulation A of the General Rules and Regulations.’* The outstanding 


‘characteristic of these regulations is the requirement of the use of a brief prospectus 


containing specified information with respect to the security offered, and the financial 
affairs and business of the issuer. This requirement is imposed by the rules relating 
specifically to shares of stock in a corporation or similar interests in a trust or unin- 
corporated association (Rule 202), first mortgage real estate notes cr bonds of less 
than $500 denomination (Rule 203), certificates of deposit (Rule 204), securities 
exchanged for outstanding securities or claims (Rule 205), and voting trust certificates 
(Rule 206); and in the three rules last mentioned the requirement constitutes in 
substance the only condition of exemption. The limited prospectus requirement is 
absent only in the broad general exemptions conferred upon offerings of less than 
$30,000 (Rule 200) and upon offerings of less than $100,000 in the case of securities 
of substantial denominations sold for cash (Rule 201), and in the specialized exemp- 
tions provided for fractional undivided interests in mineral rights other than oil and 
gas rights (Rule 207), securities issued in certain types of bank reorganizations (Rule 
208), and mortgages insured by the Federal Housing Administrator (Rule 209). 
Except in the case of Rules 202 and 203 there is no requirement that the prospectus 
shall be filed with the Commission; and even where such filing is provided for, 
although the issuer is ordinarily notified by the Commission of any apparent failure 
to comply with the rule, no approval or other action by the Commission is required 
to validate the use of the prospectus."® 

The regulations relating to oil and gas interests'* similarly require the filing 
with the Commission of a modified form of prospectus, known as an offering sheet, 


include landowners’ royalty interests and also the usual types of interests by the sale of which many 
smaller oil developments are financed, such as working interests, overriding royalty interests, and oil and 
gas payments. 

* Exempting regulations for particular classes of securities were published in Securities Act Releases 
Nos. 16 (July 27, 1933), 66 (Nov. 1, 1933), 89 (Dec. 21, 1933), 122 (Feb. 17, 1934), and 159 (April 
27, 1934). These regulations were grouped and expanded in regulations published in Securities Act 
Release No. 182 (June 29, 1934). Subject to certain revisions and additions made in Securities Act Re- 
leases Nos. 218 (Aug. 29, 1934), 247 (Oct. 31, 1934), 330 (April 4, 1935), 405 (June 20, 1935), and 
532 (Oct. 19, 1935), these regulations were embodied as Regulation A in the General Rules and Regula- 
tions, effective March 15, 1936. Rule 201, formerly Part II of Securities Act Release No. 182, was modified 
by action of the Commission published in Securities Act Release No. 890 (July 10, 1936). 

8 At the time of writing, the Commission has under consideration, and has transmitted to state securi- 
ties commissions and other interested persons for comment, a proposed new regulation repealing the 
present Regulation A (except possibly as applied to certain special situations), and substituting a regula- 
tion pursuant to which exemption depends in general upon compliance with the blue sky laws of the 
several states in which the securities are sold. 

“ These regulations, originally published in Securities Act Releases Nos. 185 (June 30, 1934) and 355 
(May 3, 1935), with additions and revisions published in Securities Act Releases Nos. 188 (July 3, 1934), 
206 (Aug. 14, 1934), 223 (Sept. 15, 1934), 239 (Oct. 22, 1934), 279 (Jan. 17, 1935), 297 (Feb. 14, 
1935) and 390 (June 8, 1935), are now contained in Regulation B of the General Rules and Regulations. 
Since the effective date of Regulation B (March 15, 1936), substantive changes in the regulations have 
been effected by regulations published in Securities Act Release No. 833 (June 8, 1936) and minor revisions 
have been made and published in Securities Act Releases Nos. 983 (Aug. 15, 1936), 1071 (Oct. 7, 1936) 
and 1098 (Oct. 22, 1936). ‘ 
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and the delivery of a copy thereof to the purchaser prior to the conclusion of any 
contract of sale. However, the regulations require further that any such offering 
sheet shall be effective only for 110 days from the date of the earliest information 
contained therein, and that it shall be subject to a modified stop-order proceeding 
analogous to that provided for by Section 8(d) of the Act with respect to registered 
securities. 


The peculiar character of oil and gas interests goes far to explain the difference v 


between the treatment accorded to such interests under the Commission’s regulations 
and that accorded to other types of securities. Unlike the normal issuer, the person 
who, for the purposes of the Act, is the issuer of an oil or gas interest usually retains 
no participation in the control of, or in the profits from, the property to which the 
interest relates. Similarly, the purchaser of such an interest, as a practical matter, 
seldom is in a position to exercise any voice in the management of such property. 
It follows that there is usually lacking any such continuing legal relationship between 
issuer and security holder as obtains in the case of corporate enterprise. In addition, 
although producing royalties in proven fields are undoubtedly made the subject of 
conservative investment by substantial corporations and others having the special 
knowledge requisite to enable them to appraise intelligently their value, there are 
peculiar hazards in the purchase of oil or gas interests, whether producing or non- 
producing, by an investor who, although of reasonable intelligence, lacks such knowl- 
edge. Under these circumstances, it is not surprising that, although the Commission 
deemed it wise, by the exercise of its exemptive power, to free from the registration 
requirements the many offerings of small “issues” of oil and gas interests making 
up the great bulk of such interests publicly offered,*® it hedged about with certain 
special safeguards the exemption from registration which it afforded,’® and appro- 
priately limited the life of such exemption so as to prevent an oil or gas interest, the 
value of which may obviously be subject to rapid fluctuation because of changing 
conditions in the underlying properties, from retaining an exempt status indefinitely 
on the basis of information which in its nature is likely rapidly to become obsolete. 


Provisions ExEMPTING SECURITIES BY REASON OF THE MANNER OF THEIR DisTRIBUTION, 
REGARDLESS OF THE CHARACTER OF THE IssuER, THE SECURITY, OR THE 
IssuE OF WHICH IT Is A Part 


The exemptive provisions of the Securities Act falling within this classification 
are contained in Sections 3(a) (9), relating to securities exchanged by the issuer with 
its existing security holders, 3(a) (10), relating to securities exchanged in the process 


In more than three years of operation under the Securities Act only three registration statements 
covering oil and gas interests (excluding investment trusts of such interests) have been filed with the 
Commission. 

% Despite the imposition of the special safeguards indicated in the text, the Commission by regulation 
has relieved the person who sells an exempt oil or gas interest to a professional buyer from compliance 
with the prospectus Tequirements, although in the case of such a sale to a non-resident the filing of a 
report of such sale is required. See Rule 320, as amended by action a of the Commission published in 
Securities Act Release No. 1071 (Oct. 7, 1936). 
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96 
of a reorganization under the supervision of a court or an appropriate administrative 
body, and 3(a)(11), relating to securities forming part of an issue distributed ex- 
clusively to residents of the state of the issuer’s residence or incorporation. In addi- 
tion, Sections 77 and 77B of the Bankruptcy Act each contain provisions relating to 
the exemption of securities issued in reorganization proceedings under those sections. 


(1) Securities Exchanged with Existing Security Holders (Section 3(a)(9)) 

The first drafts of the Securities Act provided an exemption for “the issuance of 
securities to the existing security holders or other existing creditors of a corporation 
in the process of a bona fide reorganization of such corporation made in good faith 
and not for the purpose of avoiding the provisions of this Act, either in exchange 
for the securities of such security holders or claims of such creditors or partly for 
cash and partly in exchange for the securities or claims of such security holders or 
creditors.”17 In addition, these drafts provided an exemption for the issuance and 
delivery “of any security in exchange for any other security of the same issuer pur- 
suant to a right of conversion, entitling the holder of the security surrendered in 
exchange to make such conversion: Provided, That the security so surrendered has 
been registered under the law or was, when sold, exempt from the provisions of the 
law.”18 In the course of consideration of the bills in Committee, the Senate elim- 
inated both of the quoted provisions, and the House eliminated the second and 
amended the first by substituting the words “under the supervision of any court” 
for the words “made in good faith and not for the purpose of avoiding the provisions 
of this Act.”1® Thus, in the different bills originally passed by the Senate and 
House, provision was made for the exemption of intra-corporate readjustments only 
in cases where such readjustments were effected under court supervision. 

Section 4(3) of the Act as finally passed retained this latter provision and also 
exempted the “issuance of a security of a person exchanged by it with its existing 
security holders exclusively, where no commission or other remuneration is paid or 
given directly or indirectly in connection with such exchange.”®° At the time of 
the amendment of the Act in 1934 this provision was replaced by Section 3(a) (9), 


™S. 875, 73rd Cong., 1st Sess. (1933) §12(d); H. R. 4314, 73rd Cong., 1st Sess. (1933) §12(d). 

*S. 875, supra note 17, §12(f). The same provision appeared in H. R. 4314, supra note 17, except 
that the word “issue” was used in place of the word “issuer,” presumably by reason of a typographical 
error. 

*In reporting upon this change, the House Committee stated that: 

“This paragraph also exempts the distribution of securities during a bona fide reorganization of a 
corporation when such reorganization is carried on under the supervision of a court. 

“Reorganizations carried out without such judicial supervision possess all the dangers implicit in 
the issuance of new securities and are, therefore, not exempt from the act... .” H.R. Rep. No. 85, 
73rd Cong., 1st Sess. (1933) 16. 

® The report of the Conference Committee upon this section contains the following comment: 

“The Senate agreed that the mere exchange with its security holders of one form of security for 
another by an issuer where no commission or other remuneration is paid, shall be exempt. This exemp- 
tion is considered necessary to permit certain voluntary readjustment of obligations. Inasmuch as any 
exchange that involves the payment of a commission of any sort is not exempt, there is no danger of the 
provision being used for purposes of evasion.” H. R. (Conr.) Rep. No. 152, 73rd Cong., 1st Sess. 


(1933) 25. 
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which exempted any security “exchanged by the issuer with its existing security , 
holders exclusively where no commission or other remuneration is paid or given ; 
directly or indirectly for soliciting such exchange.” 

Section 3(a)(9), in contradistinction to Section 3(a)(11), contains no language 
expressly limiting the exemption to securities forming “part of an issue” the whole 
of which is sold as specified in the exempting provision. At first reading, therefore, 
Section 3(a)(9) appears to confer exemption upon any security exchanged with the 
issuer’s existing security holders, even though other securities of the same class, as a 
part of the same general plan of financing, are sold to others than existing security 
holders, or to existing security holders otherwise than by way of exchange. Such a 
construction, however, gives insufficient weight to the use of the word “exclusively,” 
as employed both in Section 3(a)(9) and in its predecessor, Section 4(3). In neither 
section is the grammatical function of the word entirely clear; but in order to avoid 
an interpretation which would reject the word as pure surplusage, it appears neces- 
sary to adopt the view that the exemption is available only to securities constituting 
part of an issue which, as a whole, is exchanged in conformity with the requirements 
of the section.?? 

This conclusion appears to be supported by the legislative history of Section 
3(a)(9). In connection with the amendment of the Securities Act by Title II of 
the Securities Exchange Act of 1934, the substitute for the first clause of Section 4(3) 
proposed in H. R. 9323 provided exemption for “any security issued by a person 
where the issue of which it is a part is exchanged by it with its own security holders 
exclusively. .. .”°? The proposed amendment was altered in conference so as to 
eliminate the reference to the “issue” of which the security was a part; but it appears 
from the statement of the Managers on the part of the House in the Conference 
Report that the changes in the proposed Section 3(a)(9) made in conference were 
“intended only to clarify its meaning.”** 

Nor does this view appear in any way to conflict with the purpose of the exemp- 
tion. The exemption cannot be supposed to evidence a legislative presumption that 
existing security holders as a class are in no need of the protection afforded by the 
registration and prospectus requirements of the Act; such an assumption, besides 
being at variance with common experience, was expressly negatived in one of the 
early reports on the bill.?* Rather, in view of the expressed disinclination of Con- 
gress to exempt the issuance of securities in voluntary reorganizations, the final in- 


*! For a discussion of the meaning of the word “issue,” as used in §3(a)(11), see p. 110, infra. 

The purpose of the amendment is described in the Conference Report on the Securities Exchange 
Act as follows: 

“The amendments adding new sections 3(a)(9), 3(a)(10), and 3(a)(11) are based upon sections 
4(3) and 5(c) of the original act, which are proposed to be repealed. By placing these exemptions under 
section 3 it is made clear that securities entitled to exemption on original issuance retain their exemption; 
if the issuer is not obliged to register in order to make the original distribution, dealers within a year are 
subject to no restriction against dealing in the securities. The result is in line with the Commission’s 
interpretation of the act as it stood before, but the amendment removes all doubt as to its correctness.” 
H. R. (Conr.) Rep. No. 1838, 73rd Cong., 2nd Sess. (1933) 40. 

°3 Ibid. **See note 19 supra. 
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. encompass exchanges of such a type no less than exchanges involved in corporate 
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clusion of a provision exempting the issuance of such securities upon specified con- 
ditions would appear to rest on a balancing of interests between the corporation 
and its security holders, and to indicate a recognition that the burden of delay and 
expense involved in registration might well be disproportionately heavy in a purely 
intracorporate readjustment where the very fact of the readjustment would tend in 
the majority of instances to indicate an embarrassed financial condition. In such 
cases, it may be supposed, the interest of the security holders in being afforded full 
information as to the corporate affairs is made to yield to their interest, in common 
with the issuer itself, in expeditious and economical readjustment. Where, however, 
a portion of the issue is to be disposed of under circumstances in any event requiring 
registration, the interest of the issuer in securing exemption for the portion of the 
issue exchanged with its security holders becomes an interest merely in postponing 
registration until after completion of the exchange. Such an interest, although oc- 
casionally of undoubted practical consequence to the issuer in its negotiations for 
the underwriting of the portion of the issue not taken up by security holders under \ 
the exchange offer, would not seem of sufficient weight to justify the issuer in depriv- 
ing its own security holders of information which, as part of the same general trans- 
action, is to be made available to other members of the investing public. 

In some instances, of course, the point can be made that the interpretation sug- 
gested above may result not in merely delaying the making of an exchange offer 
until after the effectiveness of a registration statement which would in any event be 
required before the offering to the public, but in necessitating a registration which 
otherwise would not be required at all. Thus, it might be contended that Section 
3(a)(9) should be so construed as to permit an issuer to make an exchange 
offer to its security holders under cover of Section 3(a) (9), and then to claim exemp- 
tion for the unexchanged balance of the issue where it is sold to others than security 
holders, upon terms meeting the requirements of Section 3(a) (11), the second clause 
of Section 4(1), or the Commission’s rules promulgated pursuant to Section 3(b). 
This contention, however, neglects the correlative problem of interpretation arising 
under the provisions by virtue of which exemption for the unexchanged balance is 
thus sought. Even though Section 3(a)(9) were interpreted as exempting such 
securities as were actually exchanged, it is believed that none of the provisions under 
which exemption would be claimed for the unexchanged balance could by its terms 
properly be applied to an offering of securities where as a part of the same general 
financing transaction other securities of the same class had been or were concurrently 
sold otherwise than in accordance with such terms. 

A second problem of interpretation under Section 3(a)(9) relates to the applica- 
tion of that section to “conversions,” i.¢., to exchanges effected pursuant to a right 
of exchange originally issued with, or as an incident of, the security to be sur- 
rendered in exchange. The language of Section 3(a)(g) itself appears clearly to 
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readjustments initiated by the issuer; and any policy favoring exemption of the 
latter would appear to apply with equal or greater force to the former. Neverthe- 
less, considerable question has been raised by the language of the last sentence of 
Section 2(3), relating to the definition of the term “sale.”*® From this language, ° 
providing in effect that the issuance of a security pursuant to a delayed conversion 
right is not to be deemed a sale until such conversion right is exercised, and by 
implication that the issuance of a security with an immediately exercisable conversion 
right is to be deemed an immediate sale of the security issuable upon conversion, 
it is argued that the offering of a security carrying with it a conversion right involves 
an offering of the security issuable upon exercise of such conversion right as part of 
the consideration paid for the security initially offered. To include a conversion 
within the operation of Section 3(a)(9), it may be argued, would be inconsistent 
not only with the purpose of Section 2(3), but with its express words. This 
view, which receives substantial support from the House Report on H. R. 5480,7¢ 
was publicly adopted by the Federal Trade Commission in Release No. 97, in which 
it was stated that the issuance of bonds immediately convertible into stock “will 
involve an offer of the stock which will require immediate registration of the latter”, 
and that a “fee for the registration of the stock will, of course, have to be paid as 
well as for the bonds.” 

Notwithstanding the statement of the House Committee referred to above, the 
writers are of the opinion that the position taken by the Federal Trade Commission 
in Release No. 97 is open to serious question. The term “sale,” as defined in the first 
clause of Section 2(3), it should be noted, is of ample breadth to cover a disposition 
by way of exchange; and, properly viewed, the last sentence of that section appears 
to do no more than to emphasize the fact that an exchange upon exercise of a con- 
version right is to be regarded as a “sale,” and to fix the time as of which such 
“sale” shall, for the purposes of the registration requirements of the Securities Act, 
be deemed to occur. Thus, it may be recognized that a sale of an immediately con- 
vertible security constitutes an immediate “attempt or offer to dispose of,” and so a 
“sale” of, the security issuable upon conversion, without in any way disregarding the 
fact that the disposition attempted is by way of exchange for the original convertible 
security, and that the security so disposed of is therefore susceptible of exemption 
under Section 3(a) (9). 


“<The issue or transfer of a right or privilege, when originally issued or transferred with a security, 
giving the holder of such security the right to convert such security into another security of the same 
issuer or of another person, or giving a right to subscribe to another security of the same issuer or of 
another person, which right cannot be exercised until some future date, shall not be deemed to be a sale 
of such other security; but the issue or transfer of such other security upon the exercise of such right of 
conversion or subscription shall be deemed a sale of such other security.” 

*° “This [provision in section 2(3)] makes it unnecessary to register such a security prior to the time 
that it is to be offered to the public, although the conversion right or the right to subscribe must be 
registered. When the actual securities to which these rights appertain are offered to the public, the bill 
requires registration as of that time. This permits the holder of any such right of conversion or warrant 
to subscribe to judge whether upon all the facts it is advisable for him to exercise his rights.” H. R. 
Rep. No. 85, 73rd Cong., 1st Sess. (1933) 12. 
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Nor does it appear that the view suggested has the result of rendering supererog- 
atory any of the language of Section 2(3). That section, in relation to conversions 
and subscriptions, envisages eight different types of situations, in two, and only two, 
of which can the time of the “sale” be rendered immaterial by applying Section 
3(a) (9) to sales by way of conversion;** and even in these two situations—the cases 
of an immediate and of a delayed conversion right involving securities of the same 
issuer—the time of “sale” becomes immaterial only if the conditions of Section 
3(a) (9) are complied with. If, for example, an issuer were to pay commissions for 
soliciting the exercise of the conversion privilege, and were thus to deprive itself 
of exemption under Section 3(a)(9) for the securities issuable upon such conversion, 
the provisions of Section 2(3) would be of material bearing in requiring registration 
of such securities and in determining the time at which such registration would be 
required. 

In the view of the writers, therefore, securities carrying with them rights to con- 
vert immediately or at some future date into other securities of the same issuer may, 


/ if themselves registered under the Securities Act, be offered and sold without regis- 


tration of the securities issuable upon such conversion, provided that the conditions 
of Section 3(a)(9) are observed with respect to the securities so issuable upon 
conversion.”® 

Still a third problem not infrequently arising under Section 3(a)(9) involves the 
construction of the words “exchanged by the issuer with its existing security holder”. 
This language, it will be noted, does not in terms require that the securities sur- 
rendered in exchange for the new securities shall be securities of the same issuer, nor 
even that the exchange be one of security for security, but merely that the transaction 
shall be by way of “exchange” and shall be with persons who at the time of the 
exchange are security holders of the issuer of the new securities. However, to give 
to the term “exchange” its broadest possible sense, which might cover the issuance 
of securities for other species of property, or even for cash, would clearly extend the 
operation of the section beyond its contemplated bounds; and some limitation must 
therefore be found appropriate to the purpose sought to be accomplished. In the 
light of the legislative history and evident purpose of the section, it seems necessary 


7" A security holder may have (1) an immediate right to convert into securities of the same issuer, 
(2) a postponed right of the same nature, (3) an immediate right to convert into securities of a different 
issuer, and (4) a postponed right of the same nature. Four similar situations may exist with reference to 
rights to subscribe to securities. 

* Although, contrary to the practice originally followed by the Federal Trade Commission, the pay- 
ment of a double filing fee in connection with the registration of convertible securities is no longer re- 
quired, the question discussed in the text may be of substantial importance in cases where the securities 
initially sold are entitled to some exemption which would not extend to the securities into which such 
initial securities are convertible—e.g., where the initial securities are sold in conformity with the conditions 
of §3(a)(11), or are sold in compliance with some rule under §3(b) which by its terms is inapplicable 
to the type of securities into which such initial securities are convertible. Furthermore, even in cases in 
which the initial securities are registered under the Securities Act, the question may become important in 
determining the necessity of delivering a prospectus with the security issued upon conversion, or, in the 
case of a postponed conversion right, in determining the necessity of filing a separate registration statement 
when such right becomes exercisable. 
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as a matter of interpretation to regard the language as affording an exemption only 
when the exchange conducted by the issuer of the new securities with “its security 
holders” involves the surrender to such issuer of securities issued by it.?® 

Even under this construction, however, the application of the section may be far 
from clear in particular cases. For example, the original issuer of bonds may have 
disposed of the property securing such bonds to another person, and may for many 
years have had no connection with such property, or may, if a corporation, be no 
longer in existence. Can the present owner of the mortgaged property, desiring to 
offer new bonds in exchange for the bonds outstanding, be regarded as engaged in 
an exchange with “its existing security holders”? If at the time of the transfer of 
the property liability on the bonds was assumed by the new owner, there is little 
difficulty in regarding such new owner as the issuer of the outstanding bonds; and 
in such a case the exemption would seem to be available. In the absence of a past 
bona fide assumption of liability, however, the issuer of the new securities can in no 
strict sense be regarded as the issuer of the old, and the exemption, if it is to be 
available, must be rested upon a view that security holders may be the security 
holders “of” a person other than the actual issuer. Such a concept, although perhaps 
consistent with the rather loose language of Section 3(a)(9), seems difficult to 
support with legal learning.®° 

No discussion of the problems of construction raised by the language of Section 
3(a) (9) would be complete without at least a reference to the question of the applica- 
tion of the exemption to securities issued in transactions which, although framed to 
fall within the language of the section, have for their purpose the raising of new 
capital by the sale of securities to the public without registration under the Act, and 
the question of the continued application of the exemption to securities which, 
originally issued in compliance with the conditions of Section 3(a)(9), are sub- 
sequently made the subject of a secondary distribution to the public by controlling 
interests through the medium of an underwriter. Some consideration of these 
questions is found in the opinion of the Commission’s General Counsel published 
in Securities Act Release No. 646. 

From a practical point of view, there is probably little doubt that for the majority 
of issuers the problems of legal analysis discussed above under this heading yield 


in importance to the problem of determining the types of “commission or other | 


remuneration” the payment of which will operate to defeat the exemption. Prior 


® Although the payment of any cash by the security holder as part of the consideration for the new 
securities would defeat the exemption, Rule 150 of the General Rules and Regulations, defining the 
phrase “commission or other remuneration” as used in §3(a)(9), embodies the view that the exemption 
is not affected by the fact that the exchange offer may include an offering of cash by the issuer in partial 
consideration for the securities surrendered. To the extent that cash is paid by the issuer, the issuer is 
buying, rather than selling, securities. 

* Limitations of space prevent discussion of the correlative problems arising in connection with 
securities of joint issuers, and with guaranteed securities. The difficulty of the latter problem will be 
apparent when it is recalled that a guarantee of a security, under the definition in §2(1) of the Act, is 
itself to be regarded as a separate security issued, of course, by the guarantor. 





< 


4 











102 Law AND ConTEMPORARY PROBLEMS 


to the substitution of Section 3(a)(9) for Section 4(3), the exemption was dependent 
upon absence of any payment of remuneration “in connection with” the exchange. 
However, to have construed that language as covering all payments made in con- 
nection with the exchange would in substance have rendered the exemption in- 
operative, as all exchanges must call for some measure of remuneration, at least for 
routine and mechanical services. The obvious impracticability of the restriction in 
its literal application was recognized in the amendment, and the words “for solicit- 
ing” were substituted for the words “in connection with.”** Under the revised 
language, it is clear that remuneration for purely mechanical services, or even for 
services which though not mechanical are in their nature ancillary to the effective 
mechanical operation of the transaction (such as the services of attorneys or other 
experts employed to prepare the forms of resolutions, letters to stockholders, or pub- 
lished advertisements), would have no effect upon the availability of the exemption; 
the broad line is to be drawn at remuneration for services involving active solicitation 
and promotion, and especially at remuneration the payment of which is contingent 
upon the success of the solicitation or promotion. Every exchange transaction can 
of course evoke borderline cases; but in outline the problem is simple, and as a 
matter of discussion is susceptible only of an empirical treatment impossible within 
the limits of this article. 


(2) Securities Exchanged in the Process of Reorganization under the Supervision of 
a Court or an Appropriate Administrative Body (Section 3(a)(10); Bankruptcy Act, 
Sections 77(f) and 77B(h)) 

There is no realm in which it is possible to find more variants from the orthodox 
procedure of security distribution than in the process of reorganization. Further- 
more, the sponsors of a particular reorganization plan may find it difficult to cull 
from the records of a financially involved debtor information which is sufficiently 
instructive and authentic to be of value to those to whom such plan is proposed. It 
was perhaps with these considerations in mind that the framers of the Act and of 
the reorganization sections of the Bankruptcy Act determined that, to the extent 
that judicial supervision could be availed of to afford some guiding restraint against 
overreaching by those in strategic positions, it would be wise to relieve of the 
demands of registration the already intricate reorganization process. 

To consider exhaustively the problems which inevitably arise in the application of 
those provisions exempting securities issued in the course of reorganization, would 
require extensive treatment. Furthermore, the Commission’s present study, pursuant 
to Section 211 of the Securities Exchange Act of 1934, of the activities and functions 
of protective and reorganization committees will presumably eventuate in such a 
re-examination of the whole procedure now afforded for the protection of the 


“In effecting this amendment, Congress followed the Federal Trade Commission’s liberal interpre- 
tation of the original text. See letter from Baldwin B. Bane, Chief of Securities Division, printed in 
PRENTICE-HAaLL—SEcurRITIES REGULATION SERVICE, Vol. I, §3890-D; ComMERcE CLEARING House, Stocxs 
AND Bonps Law Service, Vol. III, par. 2161.03. 
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investor-in-reorganization as to make of doubtful value any detailed consideration 
of any peculiar problems of exemption which such procedure now presents. The 
writers are therefore limiting their consideration of the exempt status of securities 
issued in reorganizations to a summary of the origin and extent of the present 
provisions of law and to a brief reference to certain general problems. 

Section 3(a)(10) of the Act provides for the exemption of: 

“Any security which is issued in exchange for one or more bona fide outstanding 
securities, claims or property interests, or partly in such exchange and partly for cash, 
where the terms and conditions of such issuance and exchange are approved, after a hear- 
ing upon the fairness of such terms and conditions at which all persons to whom it is 
proposed to issue securities in such exchange shall have the right to appear, by any court, 
or by any official or agency of the United States, or by any State or Territorial banking 
or insurance commission or other governmental authority expressly authorized by law to 
grant such approval; . . .” 


This section, which was included in the 1934 amendments to the Act, had its 
origin in Section 4(3) of the Act, which provided generally for the exemption of 
the issuance of securities exchanged in the process of a bona fide reorganization, 
provided that such reorganization was effected under judicial supervision.>* 

The transfer of this exemption from the category of “Exempted Transactions” 
(Section 4) to that of “Exempted Securities” (Section 3) was occasioned by the 
same considerations which brought about the substitution of Section 3(a)(9) for 
the first clause of Section 4(3).°* But Section 3(a)(10) did more than alter the 
character of the exemption. It required more careful scrutiny of the reorganization 
plan by substituting for the former loose requirement of “supervision” a requirement ,, 
that the fairness of the terms and conditions of the exchange be approved after an 
appropriate hearing; on the other hand, it extended the class of tribunals whose 
approval would suffice to include federal officials and agencies and “any State or 
Territorial banking or insurance commission or other governmental authority ex- 
pressly authorized by law to grant such approval.” 

Increased immunity from registration was afforded by the enactment of the 
corporate reorganization section of the Bankruptcy Act** on the day following the 
signing by the President of the Securities Exchange Act of 1934, Title II of which 
consisted of the 1934 amendments of the Securities Act of 1933. In general, the 
exemption afforded by subdivision (h) of Section 77B extended to all securities 
issued pursuant to plans confirmed under that section, and, subject to certain qual- 
ifications referred to.below, to certificates of deposit issued in proceedings under that 
section. 

The exemptive provisions of Section 77B were, of course, unavailable in reor- 
ganization proceedings involving railroad corporations subject to Section 77 of the 
Bankruptcy Act. It is therefore not surprising to find this latter section amended 


*? See p. 96, supra. * See note 22, supra. 
% 48 Stat. 911 (1934), 11 U. S. C. §207 (1934). 
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on August 27, 1935,°° to provide for an exemption comparable to that found in 
Section 77B(h). To a large extent, the securities thus exempted were already exempt 
from the registration and prospectus requirements of the Securities Act by virtue of 
Section 3(a)(6). However, Section 77(£) was so comprehensive as to include certain 
securities such as voting trust certificates, certificates of deposit and short-term obli- 
gations, apparently not within Section 3(a)(6). Furthermore, it is possible that the 
effect of this amendment was to provide a more complete exemption from the 
provisions of the Securities Act for those securities already within Section 3(a) (6).3° 

There is, on the whole, relatively little difficulty in ascertaining whether, at the 
time of issuance of a security in a reorganization under judicial or administrative 
supervision, the conditions requisite to its exemption have been satisfied. However, 
questions frequently arise as to whether securities which are proposed to be issued 
pursuant to a plan of reorganization may be offered as exempt securities, either 
directly in exchange for the old or by means of the solicitation of the deposit of the 
old securities in anticipation of such exchange, prior to the satisfaction of the condi- 
tions of the exemption upon which reliance is placed. On this score Section 77(f), 
applying to the reorganization of interstate railroad corporations, is the most clear- 
cut. It exempts (1) all securities issued pursuant to any plan of reorganization 
confirmed by the court, (2) all securities issued by the debtor or by the trustee or 
trustees in the nature of receivers’ certificates, and (3) all certificates of deposit repre- 
senting securities of, or claims against, the debtor, except for those issued by com- 
mittees not subject to the jurisdiction conferred upon the Interstate Commerce Com- 
mission by subdivision (p) of Section 77. Since the jurisdiction conferred by sub- 
division (p) extends (with certain minor exceptions) to the solicitation, during the 
pendency of proceedings under that section or of any state or federal receivership 
proceedings, of the deposit of securities, and to any use of proxies, authorizations or 
deposited securities in such proceedings, even though obtained prior to the institu- 
tion of such proceedings, it is evident that except to the extent that there may be a 
solicitation, prior to the institution of such proceedings, of the exchange or deposit of 
outstanding securities, Section 77(f) relieves the issuer and all committees from the 
necessity of registration.** 

As regards the status of the securities ultimately issuable under the plan and 
interim securities in the nature of receivers’ certificates, Section 77B(h) affords an 
exemption in respect of non-carrier securities substantially coextensive with that 
afforded by Section 77(f); and it would seem that, to the extent that the solicitation 
of approvals or acceptances of the plan may involve any offering of such securities, 
such offering is an offering of exempt securities. In prescribing the modus operandi 
by which new securities are to emerge from the reorganization chrysalis, each 


% 4g Stat. 911 (1935), 11 U. S. C. §205. See note 4, supra. 

7 If the original issuer, even prior to the institution of proceedings, seeks the deposit of outstanding 
securities to evidence the assent of the holder to accept new securities of the same issuer, either in §77 
proceedings or otherwise, the certificates of deposit, as well as the securities ultimately to be issued, would, 
in the absence of paid solicitation, be exempt under §3(a)(9). 
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section implicitly contemplates the submission of a plan to the old security holders; 
and the exemption from registration afforded to such securities would be a hollow 
form if the solicitation of the requisite approvals and acceptances could not be en- 
gaged in without registration. As regards certificates of deposit representing securi- 
ties of the debtor, however, Section 77B(h) apparently limits more narrowly the 
scope of the exemption than does Section 77(f). The exemption afforded by the 
former section extends to: “All securities issued pursuant to any plan of reorganiza- 
tion confirmed by the court in accordance with the provisions of this section, includ- 
ing, without limiting the generality of the foregoing, any securities issued pursuant 
to such plan and securities issued by the debtor or by the trustee or trustees pursuant 
to subdivision (c), clause (3), of this section, and all certificates of deposit representing 
securities of or claims against the debtor which it is proposed to deal with under any 
such plan” (italics supplied). Whatever may have been the unexpressed intention of 
its proponents, this provision is obviously open to the construction heretofore given 
it by the Commission’s General Counsel to the effect that the exemption afforded to 
certificates of deposit is limited to those issued in respect of securities with which 
it is proposed to deal under a previously confirmed plan.3* However, despite this 
interpretation of Section 77B(h), the General Counsel’s opinion recognized that, 
even without registration or prior confirmation of a plan, deposit receipts might be 
issued or securities might be stamped, provided that the issuance of receipts or the 
use of the stamping device does no more than evidence the security holder’s approval 
or acceptance of a plan to be consummated only in Section 77B proceedings. The 
effect of this is that, unless some other exemption is available for its certificates of 
deposit, a committee may not, without the prior registration of its certificates, solicit 
the deposit of securities under a deposit agreement giving to it power to pledge or 
deal freely with the deposited securities or to bind the depositors to a modified plan, 
either in the exercise of the committee’s absolute discretion or because of the security 
holder’s failure to dissent.°® 

It thus appears that, subject to certain restrictions, the securities which it is pro- 
posed to issue only pursuant to a plan confirmed, prior to such issuance, in a Section 
77 or Section 77B proceeding, may in effect be offered to the old security holders 
and creditors in advance of the date of confirmation. It is doubtful, however, 
whether a comparable conclusion is justified in those reorganizations in which Sec- 
tion 3(a)(10) is relied upon to exempt securities issued in settlement of outstanding 


8 See Securities Act Release No. 296 (Feb. 15, 1935). 

®° Where its jurisdiction permits, a tribunal may of course, in a proceeding meeting the requirements 
of §3(a)(10), approve the fairness of the terms and conditions of a deposit agreement giving broad 
authority to a committee, and after such approval the committee may solicit deposits without registration, 
at least until such time as it seeks, by promulgation of a plan, to bind existing or future depositors to a 
proposed ultimate exchange of securities. In considering the necessity of registration in reorganizations, 
there should be kept in mind the fact that transactions by persons other than an issuer, underwriter or 
dealer are exempt, and that, under Rule 3 of the Commission’s Rules as to the Use of Form E-1, no 
sale is involved in the submission of a plan of reorganization if the security holder retains or is given a 
right subsequently to withdraw which is conditioned, if at all, only upon payment of not more than his 
proportionate share of expenses. . 
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securities, claims or interests. Prior to the amendment of the Act in 1934, the 
provision comparable to Section 3(a)(10) required that the issuance of securities be 
“in the process of a bona fide reorganization of such corporation under the super- 
vision of any court.” The substituted provision not merely required judicial or 
administrative supervision, but also required that the terms and conditions of is- 
suance and exchange be approved “after a hearing upon the fairness of such terms 
and conditions at which all persons to whom it is proposed to issue securities in such 
exchange shall have the right to appear” (italics supplied). The purpose of this 
change, as indicated by the report of the Conference Committee, was to deprive 
security holders’ committees of the “opportunity of obtaining exemption under this 
section if they secure and exercise an exclusive right to appear for their depositors at 
hearings on plans of reorganization.”*° Although the implications of this statement 
are not entirely clear, it seems reasonable to assume that Congress intended to pre- 
serve to security holders represented by committees not merely an opportunity to talk 
in a hearing before the tribunal considering the fairness of a proposed plan, but also 
an opportunity to exercise a power of choice in the light of the clash of interests find- 
ing expression at such hearing. Certainly, in the absence of legislative or judicial 
clarification of this point, it would seem advisable for sponsors of a reorganization 
plan, in any solicitation conducted prior to the granting of the judicial or administra- 
tive approval upon which exemption under Section 3(a)(10) depends, to limit their 
activities to the soliciting from security holders of non-binding approvals of the 
proposed plan, leaving those solicited in a position where they will become bound 
to the plan only upon affirmative acceptance subsequent to the granting of such 
judicial or administrative approval. 

As regards the extent of the jurisdiction required of the tribunal whose approval 
is sufficient to confer exemption under Section 3(a) (10), the condition of the section 
that the tribunal be “expressly authorized by law to grant such approval” is clearly 
inapplicable to courts and federal administrative agencies, and may also be in- 

japplicable to state banking and insurance commissions. Section 3(a) (10), however, 

is not an empowering provision, and Congress can hardly have contemplated that 
the approval of a court or administrative agency would serve as a substitute for 
registration unless such court or agency were acting within its jurisdiction. A study 
of the jurisdiction of courts and administrative bodies to give the requisite approval 
has recently been made,** and accordingly, important as this matter is, the writers 
have deemed it unnecessary to do more than refer to the problem in this article. 

Other questions arising under this section which have received consideration in 
published opinions of the Commission’s General Counsel relate to the necessity of 

«the giving of some adequate notice to those to whom the issuance of securities is 
proposed, the scope of the “express authorization” required in order to afford a state 

“H.R. (Conr.) Rep. No. 1838, 73rd Cong., 2nd Sess. (1934) 40. 


“See Comment (1936) 45 Yate L. J. 1050, on “Effect of Section 3(a)(10) of the Securities Act as a 
Source of Exemption for Securities Issued in Reorganizations.” 
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or territorial governmental authority the dispensing power granted by Section 
3(a) (10), and the nature of hearing which must precede the requisite approval.*? 
One further point requires notice. Reference has already been made to the 
question whether the exemption afforded by Section 3(a)(9) continues when securi- 
ties originally issued in compliance with its conditions are subsequently made the 
subject of a secondary distribution to the public through the medium of an under- 
writer.4* The question is equally pertinent in the case of securities exempted by the 
provisions of Section 3(a) (10), and, as in the case of securities exempt under Section 
3(a) (9), a careful consideration of the legislative history and the apparent purpose 
of the section supports the view that securities issued in a Section 3(a)(10) exchange 
should be registered before their public distribution by controlling interests through ” 
an underwriter.** Although the adoption of a similar construction of the exemptive 
clauses of Sections 77(f) and 77B(h) could not rest upon the same historical grounds, 
it is believed that a similar construction of those clauses is justified upon a fair 
consideration of the evident reason for the exemption thereby provided. 


(3) Intrastate Issues (Section 3(a)(11)) 

The Securities Act, as originally introduced, dealt with the problem of the intra- 
state sale of securities by prohibiting the use of the mails and instruments of trans- 
portation and communication in the offering, sale and delivery of unregistered 
securities only when such transactions were effected “in interstate commerce.”*5 

The Act as finally adopted, on the other hand, although prohibiting generally 
any use of the mails or instrumentalities of interstate commerce in the sale of securi- 
ties, restricted the broad sweep of this prohibition by the following limitation: 


“The provisions of this section relating to the use of the mails shall not apply to the 
sale of any security where the issue of which it is a part is sold only to persons resident 
within a single State or Territory, where the issuer of such securities is a person resident 
and doing business within, or, if a corporation, incorporated by and doing business within, 
such State or Territory.”*¢ 

“Securities Act Release No. 312 (March 15, 1935).  “*See pp. 101-102, supra. 

“It has been suggested that, in the case of securities exempted under §3(a)(10), different con- 
siderations obtain than in the case of securities exempted under §3(a)(9), because of the added protection 
afforded to the investor by the subjection of the original issuance to judicial or administrative approval. 
To this suggestion there are at least two answers. First, it is specifically stated in the Conference Report 
on the 1934 amendments that the same considerations prompted the placing in §3 of the provisions sub- 
stituted for §§4(3) and 5(c). (See note 22, supra). Second, although in granting its approval in a pro- 
ceeding meeting the requirements of §3(a)(10) a court or administrative agency may give some con- 
sideration to the soundness of the new financial structure, its primary concern is normally with the 
relative treatment of the competing classes of old security holders—a matter which is of relatively little 
consequence to future purchasers of securities issued in the reorganization. 

“H.R. 4314, 73rd Cong., 1st Sess. (1933) §3a, made it unlawful for “Any person to make use of 
the United States mails or any means or instruments of transportation or communication to offer in 
interstate commerce securities other than those issued by a foreign government or subdivision thereof, for 
sale or to solicit or accept offers to buy such securities in such commerce;” (Italics supplied). 

Similar restrictions are found in the prohibitions of §§3(b) and 3(c) of the same bill, relating to the 
advertising and to the transmission, respectively, of unregistered securities, and in the equivalent sections 
of the bill introduced in the Senate (S. 875). 

“§5(c). This section differed from that proposed in H. R. 5480, 73rd Cong., 1st Sess. (1933), only 
in that the latter exempted also issues sold to residents of the District.of Columbia. 

















Law anp ConTEMPORARY PROBLEMS 





108 


In commenting upon the substantially identical provision of H. R. 5480, the House 
Committee on Interstate and Foreign Commerce observed that: “Section 5(c) also 
exempts sales within a State of entire issues of local issuers.”** 

Although the provision originally proposed clearly avoided any jurisdictional 
difficulties, the rejection of that provision, and the substitution of a concept of 
exemption based upon the intrastate character, not of individual transactions, but 
of the general plan of financing of which such individual transactions formed a part, 
indicate an appreciation by Congress of the practical as well as the constitutional 
limitations upon federal supervision of small-scale, local financing, to which the 
ordinary methods of high-pressure distribution are largely inappropriate, and in 
which the opinion of the community may frequently afford a substitute for the 
registration process. 

The provision finally adopted was both narrower and broader than the provisions 
of the original bill: narrower, in that it required registration as a condition of the 
use of the mails even for intrastate transactions, unless such transactions formed part 
of an essentially local distribution; broader, in that for securities forming part of 
an issue distributed exclusively to residents it permitted the use of the mails without 
as well as within the state of such residence. 

By Title II of the Securities Exchange Act of 1934, Section 5(c) of the Securities 
Act was repealed, and in its place was substituted Section 3(a) (11), exempting any 
security “which is a part of an issue sold only to persons resident within a single 
State or Territory, where the issuer of such security is a person resident and doing 
business within, or, if a corporation, incorporated by and doing business within, such 
State or Territory.” Since the mails could, under the Act prior to amendment, be 
used on an interstate basis for the distribution of an entire issue to residents, the 
only material effect of the amendment was to permit the use also of the instrumen- 
talities of interstate commerce for the same purpose.** Consequently, the discussion 
under this heading may be regarded as applying with equal force to Section 5(c) 
and to Section 3(a) (11). 
¥ _ Perhaps the most serious question of construction under Section 3(a) (11) relates 

to the meaning of the words “sold only to persons resident.” Read literally, Section 
3(a)(11) would confer exemption on an issue of securities sold by the issuer to one 
or more residents, even though the purchasers intend to and in fact do resell to 
residents of other states. Such an interpretation, however, not only would fail to 
accomplish the fundamental purpose of Section 3(a)(11) to afford exemption only to 
security distributions which are as a whole essentially local in character, but would 


“H.R. Rep. No. 85, 73rd Cong., 1st Sess. (1933) 7. The Conference Report on the bill as finally 
recommended by the Conference Committee for passage contains no specific reference to this section or 
the purposes thereof. H.R. Rep. No. 152, 73rd Cong., 1st Sess. (1933). 

“A further reason for the amendment was undoubtedly to confirm the interpretation previously given 
to §5(c) by the Federal Trade Commission to the effect that securities entitled to exemption on original 
issuance by reason of that section would retain such exemption in the hands of dealers. See note 22, supra. 
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result in substantial nullification of the registration requirements of the Act.*® 
Accordingly, construing the section in the light of its own evident intent, and of 
the general purposes of the Act, the Federal Trade Commission adopted the view 
that, in order that securities may come within the exemption, “it is clearly required 
that the securities at the time of completion of ultimate distribution shall be found , 
only in the hands of investors resident within the State.”°° This view was followed 
by the Securities and Exchange Commission in the Brooklyn Manhattan Transit 
Corporation case.°1 The status of “investor,” like that of “underwriter,” must pre- 
sumably be determined by reference to the intention at the time of acquisition.>* 


There can be no doubt that this construction, however clearly dictated by the 
necessities of the situation, imposes substantial responsibilities upon the issuer of 
securities who seeks to take advantage of the exemption. Not merely must the issuer 
ascertain the residence of the immediate purchasers fro:a him; he must also satisfy 
himself either that such purchasers are purchasing for their own investment and 
without any view to resale, or that such purchasers, if purchasing with a view to 
further distribution, will themselves confine such distribution to resident investors. 
If any portion of the issue, however small, is disposed of by way of sale to a non- 
resident, or to a resident who purchases with a view to distribution and then resells 
directly or indirectly to a non-resident, the exemption will be lost, not merely for 
the portion so sold, but for the entire issue. Even a showing of reasonable care in 
investigation of the residence and intent of the purchasers, whatever its effect as ' 
protection against criminal liability for violation of the Act, would seem irrelevant 
to the question of civil liability under Section 12(1) for the sale of unregistered 
non-exempt securities. 

In this connection again, however, it is necessary to call to mind the primary 
purpose of Section 3(a) (11) to exempt local issues which, by reason of the geograph- 
ical and financial scale upon which they are distributed, are to be regarded as without 
the proper scope of federal regulation. In cases properly within the scope of the 
section it will ordinarily be true that the issuer or underwriter will know, or can 
readily ascertain, the residence and intent of the purchasers of the issue, and that 
the distribution of the issue can be effected without any substantial risk of error 
and consequent liability. Serious risks will ordinarily be encountered only in cases 

“«. , . Obviously, an act designed to afford regulatory protection for investors in connection with 
the distribution of new security issues demands that its various component provisions should be construed 
in harmony with its general purpose. To construe the language of the former Section 5(c) or of the 
present Section 3(a)(11), in the way urged by counsel for Brooklyn Manhattan Transit Corporation, so 
that any issuer might wholly escape from the regulatory provisions of the act by the simple device of 
making an original sale of a new security issue to one person residing in the same state as the issuer, 
followed by immediate interstate distribution by that person, would ignore the realities of the mechanics 
of distributing securities and nullify the expressed purpose of Congress.” In the matter of Brooklyn 
Manhattan Transit Corp., 1 S. E. C. 147, 161 (1935). 

°F, T. C. Release No. 201 (July 30, 1934). 1S. E. C. 147 (1935). 

The term “underwriter” is defined in §2(11) of the Act as including any person who “has pur- 


chased from an issuer with a view to, or sells for an issuer in connection with, the distribution of any 
security.” 
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of substantial issues the distribution of which is sought to be confined to residents 
solely for the purpose of avoiding registration under the Securities Act. To the 
extent that issuers and underwriters seek to bring within the technical requirements 
of the section issues not genuinely local in character, there may appropriately be 
imposed upon such issuers and underwriters the fullest responsibility for compliance 
with such requirements. 

In the foregoing discussion, the meaning of the term “issue” has been assumed. 
This term, however, is not defined in the Securities Act; and although the word is 
of wide currency in the financial community, its meaning is not sufficiently crystal- 
lized in common use to be susceptible of unequivocal definition in vacuo. In fact, 
the word “issue,” used as a noun, may be regarded as a species of financial slang, 
which in general significance is familiar to everyone, but in precise content must 
be conceded to take on the color of its surroundings. 

Accordingly, in construing the phrase “part of an issue” in Section 3(a)(11) of 

the Securities Act, reference must again be made to the broad purpose of that section 
to afford an exemption for securities distributed in the execution of a plan of financ- 
ing which as a whole is essentially local in character. Viewed in the light of this 
purpose, the term “issue,” although except in unusual situations doubtless circum- 
scribed by the concept of “class” (a concept based upon identity of rights) is clearly 
not coextensive with the latter term. Rather, it may be said that for the purposes 
“of Section 3(a)(11) an “issue” of securities consists of such securities of the same 
class as are offered for sale, or otherwise disposed of, in the course of a single plan 
of financing. For many practical purposes, the term “issue” approximates the term 
“offering.”®° 

The meaning of the phrase, “part of an issue”, becomes important in the case 
of an issuer who, desiring to raise a certain specific amount of new capital, seeks to 
dispose of its securities in the first instance through sales exclusively to residents. 
Finding resident purchasers less abundant than expected, the issuer then proposes to 
offer the unsold balance to non-residents and, prior to such further offering, under- 
takes registration, either of the entire amount of securities involved (including those 
already sold) or merely of the unsold balance. Such an issuer may then be con- 
fronted with the fact that even though the entire block of securities involved—the 
entire “issue”—is registered before sales are made to non-residents, the action of 
selling any portion of the issue to non-residents even after registration will defeat 
the exemption which was apparently theretofore available for the portion of the 
issue sold to residents. Although in such a case a showing of bona fide initial inten- 





In this connection it should be noted that although the Commission’s power under §3(b) to exempt 
additional securities is limited by the provision that “no issue of securities shall be exempted under this 
subsection where the aggregate amount at which such issue is offered to the public exceeds $100,000”, 
the Commission’s rules adopted in exercise of this power refer repeatedly to the “offering” exempted. See 
particularly Rule 201, §(2), and Rule 202, §(2). However, situations can undoubtedly arise in which 
a single “issue” is made the subject of several “offerings.” 
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tion to confine the distribution to residents might well support a defense to any 
criminal proceeding for violation of Section 5 of the Act, it cannot be said with any 
confidence that a court might not hold in a civil proceeding that subsequent sales 
to non-residents of a portion of the same class of securities pursuant to the same 
general financing plan were sufficient to prevent the exemption from attaching to 
any of the securities sold in the execution of such plan, with the result that a 
resident purchasing a portion of the issue prior to registration might well be held 
entitled to prevail in a suit for rescission under Section 12(1) of the Act. 


The instance just discussed assumes the unity of plan which is believed to be 
fundamental to the concept of an “issue” of securities for the purpose of Section 
3(a) (11). More difficult questions arise when different blocks of the same security 
are offered for differing types of consideration, or to clearly distinguishable classes 
of purchasers. Thus, an issuer desiring to raise $1,000,000 in cash by the sale of 10,000 
shares of stock may seek to dispose of 5,000 shares to resident members of the public, 
and 5,000 shares to a non-resident institutional buyer. Similarly, a new corporation 
formed for the purpose of acquiring and operating a moribund manufacturing plant 
may propose to issue one-half of its capital stock to non-resident vendors in payment 
for the properties purchased and the other half to the resident public for the purpose 
of raising working capital. Even in such cases the sales to residents and those to 
non-residents, although clearly distinguishable from each other in character and 
purpose, form interrelated parts of a unitary plan of financing on the part of the 
issuer, and therefore appear to involve but a single “issue” of securities. On the 
other hand, if the instance last suggested is varied by an assumption that at the time 
of the issuance of shares for property it is not within immediate contemplation to 
offer additional shares to the public for cash, but such an additional offering, neces- 
sitated by the supervention of unforeseen business conditions, is subsequently initiated 
pursuant to a separate directors’ or stockholders’ authorization, there would seem 
little difficulty in regarding the shares comprised within such additional offering as 
a separate “issue.” The question is one of degree, in the determination of which, 
from an evidentiary point of view, weight may be given to a variety of elements of 
fact and intention, no catalogue of which can profitably be attempted here.5* 

"Space does not permit an extended discussion of the specialized problem of the application of 
§3(a)(11) to secondary distributions through underwriters by persons in a control relationship with the 
issuer. The difficulty of regarding the holdings of a person thus affiliated as a separate “issue” for the 
purposes of §3(a)(11) will, however, be clearly apparent. Such an affiliate, although included within 
the meaning of the term “issuer” for the limited purpose of defining the term “underwriter,” is not an 
“issuer” for any other purposes of the Act. See p. 125, infra. Consequently, to come within §3(a)(11) 
such a re-distribution must be made exclusively to residents of the state of incorporation of the actual 
issuer, rather than to persons residing in the state of residence or incorporation of such affiliate. Further- 
more, it seems questionable whether the exemption would be available unless the entire issue of which 


the redistributed block, upon its original distribution by the actual issuer, formed a part, was upon such 
original distribution similarly confined to residents of the state of such issuer’s incorporation. 
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Provisions ExEMPTING ParTICULAR CLASSES OF TRANSACTIONS, REGARDLESS OF THE 
CHARACTER OF THE IssuER, THE SECURITY, THE IssuUE OF WHICH THE SECURITY IS A 
Part, OR THE MANNER IN WHICH THE SECURITY was OrIGINALLY DisTRIBUTED 


The provisions of Section 3(a)(1), Section 4(1) and Section 4(2) may properly 
be considered as parts of an integrated whole, specifying the formula to be applied in 
determining whether a particular transaction is free from the registration and 
prospectus requirements of the Act, even though the security in question be non- 
exempt. 

These sections evidence two major purposes: 

’ First: To avoid interference with commitments already made, or with offerings in the 
process of being made, or about to be made, at the date of passage of the Act. 

Second: To avoid fettering with the registration and prospectus requirements of the 
Act transactions of bona fide investors and the ordinary transactions of security dealers, 
while at the same time assuring to purchasers of securities the protection afforded by the 
registration process in those circumstances where such protection is most needed. 


Section 3(a)(1) exempts “any security which, prior to or within sixty days after 


‘ the enactment of this title, has been sold or disposed of by the issuer or bona fide 


offered to the public.”°> However, the section contains a proviso to the effect that 


, “this exemption shall not apply to any new offering of any such security by an issuer 





or underwriter subsequent to such sixty days.” 

Although this section is in form an exemption of a class of securities, its effect, 
when considered in the light of the proviso, is that of a transaction exemption. 

The aptness of Section 3(a)(1) to accomplish the first major purpose referred 
to above is obvious, and although the necessity of some provision to accomplish such 
purpose now seems apparent, there was no comparable provision in the bill originally 
introduced, except to the extent that such purpose was evidenced by the postpone- 
ment of the effective date of the Act for ninety days. Important as this provision 
was in the immunity which it afforded to commitments in effect and to offerings 
in esse at the effective date of the Act, this aspect of the section is of no great present 
significance. 

The principle adopted in achieving the second major purpose of what have been 
grouped as the “transaction-exemption” provisions was to differentiate security dis- 
tribution from security trading. Section 4, and, to a degree, Section 3(a) (1), provide 
the tools to be used in applying this principle to specific situations. The line of 
differentiation, like many others in the law, is not a bright one, and the enlighten- 
ment of judicial decision will undoubtedly be required to bring clarity into regions 
where there is no definite demarcation of the two concepts. The line can be best 
appreciated by considering the effect of the exemptive provisions as applied to the 
various types of transactions through which an issue of securities may pass. These 

The Act was approved by the President on May 27, 1933. The sixty-day period expired on July 26, 


1933. Hence, July 27, 1933, is frequently referred to as the “effective date of the Act,” although the 
effectiveness of the Act was postponed only as to the registration and prospectus requirements. 
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transactions may be classified as follows: (1) transactions by the issuer, (2) trans- 
actions by those participating in a distribution of securities, (3) transactions by 
dealers not participating in any distribution,°*® and (4) transactions by others. 

(1) Transactions by the issuer. This type of transaction presented to Congress 
no practical obstacles to the obtaining of adequate data upon which to base registra- 
tion. It is not surprising, therefore, that the Act, as adopted, required registration 
in all cases of the offering by an issuer of its own non-exempt securities, except for 
transactions arising out of certain types of voluntary readjustments or out of bona 
fide reorganizations subject to court supervision, and except for transactions “not 
with or through an underwriter and not involving any public offering.”** 

The considerations prompting the exemption of transactions of readjustment re- 
ceive consideration elsewhere in this article. Insofar as new issues were concerned 
not involving capital readjustments, the House Report suggests that the basis for 
the limited exemption afforded non-public offerings was that this and the related 
provisions in Section 4(1) broadly drew the line between distribution of securities 
and trading in securities, “indicating that the act is, in the main, concerned with 
the problem of distribution as distinguished from trading,” and that it therefore 
“exempts transactions by an issuer unless made by or through an underwriter so as 
to permit an issuer to make a specific or an isolated sale of its securities to a particular 
person, but insisting that if a sale of the issuer’s securities should be made generally 
to the public that that transaction shall come within the purview of the act.”5® 
While it may be questioned whether an intent to exclude trading transactions from 


In contradistinction to the Securities Exchange Act of 1934, the Securities Act contains no inde- 
pendent definition of the term “broker,” but in §2(12) defines the term “dealer” as including any person 
engaged in the business of dealing or trading in securities, whether “as agent, broker, or principal.” 

* Securities Act, §§4(1), 4(3). A transaction exemption was also conferred in effect by the device of 
excluding from the definition of the term “sale,” which includes an “attempt or offer to dispose of” a 
security for value, any “preliminary negotiations or agreements between an issuer and any underwriter.” 
In addition, early drafts of the Act exempted stock dividends and other security distributions out of 
earnings or surplus (H. R. 4314, 73rd Cong., rst Sess. (1933) §12(d); S. 875, 73rd Cong., 1st Sess. 
(1933) §12(d)), offerings of additional stock by a corporation to its own stockholders without the pay- 
ment of any commissions in connection with the distribution (idid.), and preorganization subscriptions 
for stock involving the incurring of no expense and the payment of no commission or remuneration 
(H. R. 4314, §12(g); S. 875, §12(g)). The exemption for stock dividends and related distributions was 
eliminated as unnecessary in view of the fact that such distributions, not being made for value, did not 
involve sales, H. R. (Conr.) Rep. No. 152, 73rd Cong., 1st Sess. (1933) 25, and the exemption for 
offerings of additional stock to stockholders was omitted as being unwise “unless the stockholders are 
so small in number that the sale to them does not constitute a public offering” (ibid.) The exemption 
of preorganization subscriptions was eliminated as unnecessary in view of the provision of §4(1) exempt- 
ing transactions by any person “other than an issuer, underwriter or dealer” (ibid.) Sed quaere: 
Section 2(1) includes a “‘preorganization certificate or subscription” within the definition of “security,” 
and the promoter by whom such certificate is issued or to whom such subscription is given would appear 
to be an issuer the public offering of whose securities would not be exempt. 

58H. R. Rep. No. 85, 73rd Cong., 1st Sess. (1933) 15 to 16. By virtue of amendment of the Act in 
1934, the pertinent clause of §4(1) was modified by the elimination of the phrase “not with or through 
an underwriter,” the clause as amended providing for the exemption merely of “transactions by an issuer 
not involving any public offering.” This change cannot be regarded as doing more than eliminating a 
superfluous phrase, on the ground, as stated in the Conference Report on the 1934 amendments, that 
“there can be no underwriter within the meaning of the act in the absence of a public offer.” H. R. 
(Conr.) Rep. No. 1838, 73rd Cong., 2nd Sess. (1934) 41. . 
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the operation of the registration and prospectus requirements of the Act furnishes a 
justification for exemption of transactions by an issuer not involving any public 
offering, it is at least clear that such non-public transactions were not regarded as 
involving the type of “distribution” with which the Act is primarily concerned. The 
registration and prospectus requirements relate only to distributions which are public 
in character. 

It is beyond the compass of this article to seek to ascertain the precise limits of 
the exemption afforded to non-public offerings by an issuer. The “isolated sale” 
referred to in the House Report, as well as the offering of $160,000,000 American 
Telephone and Telegraph Company debentures through a nation-wide group of 
underwriters, are easily categoried; but there is a border region of considerable 
extent where the prudent issuer will register until such time as judicial decision has 
furnished a rosetta stone of interpretation of the public-offering concept.°® The 
published opinions of the Federal Trade Commission and of counsel to the Securities 
and Exchange Commission have indicated on the one hand that a non-public offer- 
ing may be involved even though the issuer’s transactions are not limited to an 
“isolated sale,” and on the other hand that an offering, made to a restricted group 
the membership of which is substantial, may be regarded as public in character even 
though not open to the world at large.®° Although an offering to a rough maximum 
of twenty-five offerees has been suggested as sufficiently insignificant to fall outside 
the concept of public offering,®* it has been recognized that such a figure does not 
afford an absolute test and that equal importance may attach to other factors, such as 
the relationship of the offerees to each other and to the issuer, the number and 
character of units offered, and the size and manner of the offering.®** However, it 


°° The blue-sky laws of a number of states employ the phrase “offered to the public” or its equivalent, 
but such decisions as have involved an interpretation of the phrase are not particularly illuminating. The 
test frequently suggested is whether the offer is one which is open to any person who may desire to pur- 
chase. See Ex parte Leach, 215 Cal. 536, 12 P. (2d) 3 (1932); Raynard v. State, 19 Ala. App. 281, 96 
So. 723 (1923); People v. Ruthven, 288 N. Y. Supp. 631 (City Ct. of Rochester, Crim, Branch, 1936). 
Cf. State v. Whiteaker, 118 Ore. 656, 247 Pac. 1077 (1926), in which the court recognized that an 
offering somewhat restricted in character might nevertheless be public. The leading English case on the 
subject is Nash v. Lynde, [1929] A. C. 158, reversing [1928] 2 K. B. 93, where the question was pre- 
sented as to whether a particular prospectus had been used under such circumstances as to necessitate that 
it be in the form required by the English Companies Act for a prospectus “issued to the public.” Vis- 
count Sumner’s opinion includes the following statement: “Anything from two to infinity may serve 
[as the public]; perhaps even one, if he is intended to be the first of a series of subscribers, but makes 
further proceedings needless by himself subscribing the whole. The point is that the offer is such as to 
be open to anyone who brings his money and applies in due form, whether the prospectus was addressed 
to him on behalf of the company or not. A private communication is not thus open.” 

Cf. South of England Natural Gas & Petroleum Company, Ltd., [1911] 1 Ch. 573, in which the 
Court held that there was an offering of shares to the public “none the less because copies were sent only 
to shareholders in gas companies who were the most likely subscribers.” 

©F, T. C. Release No. 97, Dec. 28, 1933; Opinion of John J. Burns, General Counsel, Securities and 
Exchange Commission, Securities Act Release No. 285, Jan. 24, 1935. 

“etter from Baldwin B. Bane, Chief of Securities Division, Federal Trade Commission, (PRENTICE- 
Hatt, Securities REGULATION Service, Vol. I, §3817-B; Commerce CLeartnc House, Stocks anp Bonps 


Law Service, Vol. III, par. 2203.03.) 
“Securities Act Release No. 285, note 60, supra. 
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at least seems clear (1) that, insofar as a numerical test is employed, it is the number 
of offerees, rather than the number of purchasers, which is material, and (2) that an 
offering is not rendered non-public merely by restricting it to an issuer’s stock- 
holders®* or employees.®* 


(2) Transactions by those participating in a distribution of securities. 

(a) Primary distribution—Effectuation of the legislative intent to extend the 
restrictive features of the Act to all transactions effected in the course of future dis- 
tributions® required not merely the distinction of such transactions from transactions 
of a trading nature, but also recognition of two separate classes of persons by whom 
such transactions might be effected between the point of disposition of the security 
by the issuer and the point of its absorption by the investing public, namely, (a) those 
who, by reason of their special relationship to the issuer or their managerial function 
in the conduct of the distribution, might be regarded as the initiators or promoters 
of the distribution, and therefore properly subject not only to the registration and 
prospectus requirements but also to basic responsibility, coextensive with that of the 
issuer, for the accuracy of the registration statement; (b) those who, having no such 
special relationship or managerial function, nevertheless serve as the professional 
conduits through whom the distribution is effected. Broadly speaking, the former 
are the underwriters, the latter the dealers. 

Classification in these respects is effected by Sections 4(1) and 2(11) of the Act.®¢ 


©The House (Conference) Report, commenting on the deletion of that provision in the bill as 
passed by the House which exempted the issuance of additional capital stock of a corporation to its 
stockholders, states: “Sales of stock to stockholders become subject to the act unless the stockholders are 
so small in number that the sale to them does not constitute a public offering.” H.R. (Conr.) Rep. No. 
152, 73rd Cong., 1st Sess. (1933) 25. Furthermore, it would appear that §4(3) of the original Act, 
exempting the exchange of securities by an issuer with its own security holders, was premised on the 
assumption that an offering limited to stockholders was not exempt as a non-public offering. See, how- 
ever, Securities and Exchange Commission v. Federal Compress and Warehouse Company ef al., U. S. 
D. C., W. D. Tenn., W. Div., order entered Nov. 12, 1936, findings of fact and conclusions of law filed 
Nov. 14, 1936. At the time of writing, an appeal by the Securities and Exchange Commission from the 
order of the District Court is pending before the Circuit Court of Appeals for the Sixth Circuit. See also 
People v. Ruthven, note 59, supra. ; 

* Among the amendments to the Securities Act proposed at the time of the adoption of the Securities 
Exchange Act of 1934 was one exempting offerings to an issuer’s own employees. The conferees 
eliminated this amendment on the express ground “that the participants in employees’ stock-investment 
plans may be in as great need of the protection afforded by availability of information concerning the 
issuer for which they work as are most other members of the public.” H. R. (Conr.) Rep. No. 1838, 
73rd Cong., 2nd Sess. (1934) 41. This expression of intention would appear to be entitled to greater 
weight than the statement of Senator Fletcher, in debate on the amendments, that he understood that 
the proposed amendment had been rejected in conference because such an offering would not constitute a 
public offering. See 78 Conc. Rec. 10490 (June 1, 1934). 

® As has previously been indicated, §3(a)(1) operated to exempt transactions by participants in and 
underwriters of distributions in process at the effective date of the registration requirements of the Act. 

® Section 2(11) defines the term “underwriter” as follows: 

“The term ‘underwriter’ means any person who has purchased from an issuer with a view to, or sells 
for an issuer in connection with, the distribution of any security, or participates or has a direct or indirect 
participation in any such undertaking, or participates or has a participation in the direct or indirect under- 
writing of any such undertaking; but such term shall not include a person whose interest is limited to a 
commission from an underwriter or dealer not in excess of the usual and customary distributors’ or 
sellers’ commission. As used in this paragraph the term ‘issuer’ shall include, in addition to an issuer, any 
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The third clause of the former section, in general terms exempting all transactions 
by dealers, excepts from such exemption transactions essentially distributive in their 
nature, and the Act contains no exemption for transactions of such a nature, whether 
effected by dealers or by underwriters.** Section 2(11), on the other hand, although 
defining the term “underwriter” generally as including all persons participating in 
any distribution of securities as well as all persons who underwrite or have a “par- 
ticipation” in any such undertaking or underwriting, excepts from the definition 
those participants whose interest is limited to “a commission from an underwriter 
or dealer not in excess of the usual and customary distributors’ or sellers’ commis- 
sion.” Such persons, although having no immunity permitting them to participate 
in the distribution of unregistered securities or to disregard the prospectus require- 
ments, are relieved of the special responsibility imposed upon underwriters in respect 
of the contents of the registration statement. 

Problems of interpretation arising out of the exception to the definition of the 
term “underwriter” have been to a considerable extent disposed of by regulations of 
the Commission adopted under Section 19. Thus, the term “commission” has been 
interpreted by regulation to include a “spread” received by a distributor or dealer 
through the purchase of the distributed securities at a price below the offering 
price.®* Similarly, the phrase “not in excess of the usual and customary distributors’ 
or sellers’ commission” has been interpreted as referring to amounts “not in excess 
of the amount usual and customary in the distribution and sale of issues of similar 
type and size, and not in excess of the amount allowed to other persons, if any, for 
comparable service in the distribution of the particular issue” and as excluding 
amounts paid to a person performing an underwriting or managerial function in 
the distribution.®® A further regulation’? of the Commission has answered in the 
negative the question whether the fact that the underwriter from whom the com- 
mission is received may also be an “issuer” by virtue of the last sentence of Section 
2(11)"? is sufficient to bring within the category of “underwriter” the dealer receiving 
such commission. 

(b) Secondary distribution—The foregoing discussion has proceeded in a free 
use of the term “distribution,” without express consideration of the meaning of that 
term. “Distribution,” although a cornerstone of the Act, is not defined in the Act, 
and the concept seems to have received even less attention from the courts than its 
correlative, “public offering.” Viewed in relation to the purposes of the Securities 


person directly or indirectly controlling or controlled by the issuer, or any person under direct or indirect 
common control with the issuer.” ; 

* Even preliminary negotiations between underwriters were granted no privileged status. In com- 
menting upon the exception in the definition of the term “sale” for preliminary negotiations between 
issuers and underwriters, the House Committee stated that: “The exception, however, extends no further 


than the agreement between issuer and underwriters, so as to delay the actual organization of the selling © 


group and the disposition of the security to the dealers until the registration statement shall have become 
effective.” H.R. Rep. No. 85, 73rd Cong., 1st Sess. (1933) 12. 


® Rule 141(a). 
© Rule 141(c). % Rule 141(b). ™ See note 66, supra. 
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Act, however, it would seem that the best approach is to regard the term “distribu- / 
tion” as embracing the several steps involved in the process whereby, in the course 
of a public offering, a single block of securities is dispersed and comes to rest in the 
hands of members of the public who purchase for investment.”* From this stand- 
point, it is clear that “distribution” may be effected not merely of a block of securi- 
ties which are the subject of present issuance, but also of any block of outstanding 
securities. To the small investor, it is relatively immaterial whether his securities 
derive from the issuer directly or from some large holder who has undertaken a 
liquidation of his holdings. The need for basic information as to the factual back- 
ground of the security may be as great in the one case as the other. 


The various methods by which, in the course of consideration of the Act, it was 
proposed to deal with this problem of “secondary distribution,” both as to securities 
outstanding at the effective date of the Act, and as to securities subsequently issued, 
indicate its intrinsic difficulty. The Act, in the form in which it was originally intro- 
duced, although apparently intended by its framers not to apply to securities at the 
time outstanding, clearly brought within its provisions all outstanding securities, 
other than securities of specified classes of issuers, certain real estate mortgage bonds 
of limited amount, and seasoned securities of small issuers having a fixed return and 
not being in default.7* Such exemption as was afforded to transactions in non- 
exempt securities was limited to transactions by fiduciaries,"* transactions by bona 
fide pledgees or mortgagees,”® transactions involving the distribution, sale or readjust- 
ment of securities within the corporate family,’® transactions involving the sale of 
certain secured obligations to a limited number of persons,’’ transactions involving 
the sale of preorganization subscriptions’® and “isolated transactions in which any 
security is sold, offered for sale, subscription, or delivery by the owner thereof, or 
by his representative solely for the owner’s account, such sale or offer for sale, sub- 
scription, or delivery not being made in the course of repeated and successive trans- 
actions of a like character by such owner for the purpose of engaging in the purchase 

7 As illustrative of this approach, note the following comment from H. R. Rep. No. 85, 73rd Cong., 
1st Sess. (1933), 16, upon the proposed limitation excluding from the exemption proposed for transactions 
by dealers transactions occurring during the year following public offering: “The period of a year is 
arbitrarily taken because, generally speaking, the average public offering has been distributed within a 
year.” Of similar import is the comment in H. R. (Conr.) Rep. No. 1838, 73rd Cong., 2nd Sess. (1934) 
41: “The Commission has recognized by its interpretations that a public offering is necessary for dis- 
tribution. Therefore there can be no underwriter within the meaning of the Act in the absence of a 
public offer. . . .” 

The terms “investment” and “investor” are also not susceptible of ready definition, in view of the 
manifold combinations of motives which may impel the purchase of a security. As used in this article, 
however, the term “investor” refers to the person who, though he may not be unwilling to take advantage 
of a rapid appreciation in market value, is primarily interested in the “long pull,” as distinguished from a 
quick turn-over profit. In this sense even a security of obviously speculative merits may be made the 
subject of “investment.” 

™H. R. 4314, 73rd Cong., 1st Sess. (1933) §11; S. 875, 73rd Cong., 1st Sess. (1933) §11. 

™H,. R. 4314, §12(a); S. 875, §12(a). ™ H.R. 4314, §12(b); S. 875, §12(b). 

H.R. 4314, §§12(d), 12(f); S. 875, §§12(d), 12(f). 

™H. R. 4314, §12(e); S. 875, §12(e). H.R. 4314, §12(g); S. 875, §12(g). 
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and sale of securities as a business, and such owner or representative not being the 
underwriter of such security.”7® 

The defects inherent in the proposed bill, as applied both to transactions in 
securities outstanding at the effective date of the Act and to non-distributive trans- 
actions in securities subsequently issued, were promptly recognized by its critics. 
Unless issuers in their discretion had seen fit to register, the great bulk of securities 
outstanding in the hands of dealers for their own account would have been frozen,*°° 
with drastic consequences to existing values in the security markets. Furthermore, 
as to all non-exempt securities, whether outstanding or subsequently issued, any 
dealer, regardless of the remoteness of the particular transaction from the distribution 
process, would have been under a duty to furnish a prospectus meeting the require- 
ments of Section 8. 

In the Senate it was sought to cure these defects by exempting any securities sold 
and delivered prior to the date of approval of the Act to purchasers other than 
underwriters, selling agents, assigns or representatives of the issuer, with a proviso 
that the exemption should not be applicable in the case of a sale, whether in one or a 
series of transactions, of securities sold having an aggregate par or stated value of 
more than $100,000. In cases in which, by reason of such proviso, the exemption was 
not available, the registration statement was to consist of a statement signed by the 
owner (or owner and dealer, if sales were effected through a dealer), containing a 
copy of the selling literature, together with such other information as the Federal 
Trade Commission might require.*t The problem of transactions in securities issued 
subsequent to the date of approval of the Act was dealt with by a provision exempt- 
ing “isolated transactions,” similar to that contained in the original bill. 

An entirely different approach in dealing with the problem of outstanding securi- 
ties was adopted by the revised House bill, as introduced on May 3, 1933,°* and was 
carried into the Act as adopted. The revised bill recognized that registration, to be 
of significance, must be effected by the issuer, and that therefore the registration re- 
quirements of the Act, so far as outstanding securities were concerned, should be 
imposed only in the event of a redistribution of such securities by the issuer itself 
or by a person having such relationship, direct or indirect, to the issuer as to be in a 
position to obtain registration by the issuer. This was accomplished, as has been 
elsewhere indicated in this article, by exempting both outstanding securities and 
securities in the process of being offered but providing for the termination of such 
exemption upon a re-offering of such securities by an issuer or underwriter,®* and by 


™H. R. 4314, §12(c); S. 875, §12(c). 

® See amendment proposed by Mr. Huston Thompson, Hearing before the Committee on Interstate 
and Foreign Commerce on H. R. 4314, 73rd Cong., 1st Sess. (1933), at 222. 

H.R. 5480, 73rd Cong., 1st Sess. (1933), as printed with the amendment of the Senate, May 10, 
1933, §12(f). The extent to which the liability provisions of the bill would have been applicable to this 
“owner-dealer” type of registration statement is not clear. 

®H. R. 5480, 73rd Cong., 1st Sess. (1933). 

Section 3(a)(1) of H. R. 5480, supra note 82, provided for termination of the exemption only 
upon re-offering “by or through an underwriter.” In the Act as adopted the exception was broadened 
to include re-offering “by an issuer or underwriter.” 
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broadening the definition of “underwriter” beyond that contained in the original bill, 
so as to comprehend within its terms a person sponsoring the distribution of securi- 
ties owned by a person controlling, controlled by, or under common control with, 
the issuer of such securities.** 

As to non-exempt securities issued after the passage of the Act, the exclusion from 
Section 4 of any exemption for transactions by underwriters, coupled with the com- 
prehensive effect of the definition of “underwriter,” of course operated to bring 
within the purview of the registration and prospectus requirements transactions of 
secondary distribution on behalf of an affiliated person, regardless of whether the 
securities involved in such transactions had been originally issued in the course of 
a public or a private offering.8° Furthermore, even though it may be doubtful 
whether re-registration of securities originally offered publicly and registered is re- 
quired by the Act upon redistribution by the issuer or secondary distribution by an 
affiliated person, it seems clear that even in such cases the distributor is under a duty 
to deliver a prospectus, and is charged with the responsibility of an underwriter for 
the contents of a registration statement. Such a distributor may for practical reasons 
find it advisable to cause the issuer to effect amendment of the original statement. 

It follows from the foregoing that, under the Act as adopted, a distribution of 
a substantial block of securities owned by a person not affiliated with the issuer may 
be made without registration, assuming, of course, that such distribution is not 
effected by or for the issuer. Although in many such cases the registration process 
would undoubtedly afford definite benefits to the purchaser, the limiting of the 
requirement of registration to those cases of secondary distribution in which regis- 
tration by the zsswer may be compelled is completely justified upon consideration of 
the practical difficulties inherent in the effecting of registration by a non-affiliated 
person, the probable inadequacy of any registration thus effected, and the public 
interest in not hampering the free interchange of outstanding securities in honest 
transactions. 


This result was achieved by the last sentence of §2(11) of H. R. 5480, supra note 81, which was 
carried over without change into the Act as adopted. See note 66, supra. 

The purpose of the framers of H. R. 5480 in this respect is clearly indicated by the following com- 
ment on this sentence contained in the report of the Committee on Interstate and Foreign Commerce, 
reporting out H. R. 5480 to the House: ; 

“. . . Its second function is to bring within the provisions of the bill redistribution whether of out- 
standing issues or issues sold subsequently to the enactment of the bill. All the outstanding stock of a 
particular corporation may be owned by one individual or a select group of individuals. At some future 
date they may wish to dispose of their holdings and to make an offer of this stock to the public. Such 
a public offering may possess all the dangers attendant upon a new offering of securities. Wherever such 
a redistribution reaches significant proportions, the distributor would be in the position of controlling 
the issuer and thus able to furnish the information demanded by the bill. This being so, the distributor 
is treated as equivalent to the original issuer and, if he seeks to dispose of the issue through a public 
offering, he becomes subject to the act. The concept of control herein involved is not a narrow one, 
depending upon a mathematical formula of 51 percent of voting power, but is broadly defined to permit 
the provisions of the act to become effective wherever the fact of control actually exists.” H. R. Rep. No. 
85, 73rd Cong., 1st Sess. (1933) 13-14. 

8 Sales by an affiliated person not through an intermediary may, however, be exempt. See pp. 125-127, 
infra. Transactions of redistribution by the issuer are of course non-exempt by virtue of the last clause 


of §3(a)(1). P 
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(3) Transactions by dealers not participating in any distribution. 

(a) Transactions by dealers for their own account—In the foregoing discussion 
reference has been made to the burdens which the Act in its original form would 
have imposed upon dealers, both in respect of their transactions in securities out- 
standing at the time of passage of the Act and in respect of their transactions in 
securities subsequently issued. The approach finally adopted in the Act was to 
exempt from the registration and prospectus requirements (1) all dealers’ transac- 
tions in securities outstanding or in process of being offered at the effective date of 
the Act,®® and (2) all dealers’ transactions of a trading, as distinguished from a 
distributive, nature in securities subsequently offered. 

Exemption of transactions of the first category was achieved with relatively little 
difficulty by the provisions of Section 3(a)(1). As regards transactions of the second 
category, however, the problem was presented of providing a workable distinction 
between transactions which are distributive in character and those which are not. 
Any statutory test based upon the intrinsic nature of each particular transaction 
would necessarily be both ambiguous in its application and subject to easy evasion. 
Accordingly, recognizing that both compliance with, and enforcement of, the pro- 
visions of the Act would be advanced by a test which made up in certainty what it 
lost in abstract accuracy, Congress adopted the principle of subjecting to the registra- 
tion and prospectus requirements all transactions by dealers occurring within one 
year after the first public offering.87 As pointed out by the House Committee on 
Interstate and Foreign Commerce: “The period of a year is arbitrarily taken because, 
generally speaking, the average public offering has been distributed within a year, 
and the imposition of requirements upon the dealer so far as that year is concerned 
is not burdensome.”** In aid of the test thus adopted, appropriate provision was 
made to toll the one-year period for any time during which a stop-order was in 
effect, and to exclude from exemption transactions, even after the expiration of the 
one-year period, in securities in fact constituting part of an unsold allotment acquired 
by the dealer as a participant in the distribution by an issuer or underwriter. On the 
other hand, it was provided that the exemption for transactions more than one year 
after the public offering should extend even to transactions by dealers who had acted 


Such was the effect of §3(a)(1). 

* Section 4(1) provides in part that §5 shall not apply to “transactions by a dealer (including an 
underwriter no longer acting as an underwriter in respect of the security involved in such transaction), 
except transactions within one year after the first date upon which the security was bona fide offered to 
the public by the issuer or by or through an underwriter (excluding in the computation of such year 
any time during which a stop order issued under section 8 is in effect as to the security), and except 
transactions as to securities constituting the whole or a part of an unsold allotment to or subscription by 
such dealer as a participant in the distribution of such securities by the issuer or by or through an 
underwriter.” In the Act as originally adopted in 1933, it was provided that the one-year period should 
be calculated from the last, rather than the first, date of public offering. This was recognized by Congress 
in 1934 as an error and the word “first” was substituted for “last.” See H. R. (Conr.) Rep. No. 1838, 
73rd Cong., 2nd Sess. (1934) 41. 
8H. R. Rep. No 85, 73rd Cong., 1st Sess. (1933) 16. 
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as underwriters in the distribution of the security in question, provided such dealers 
were no longer acting as participants in such distribution. 

It is to be noted that the one-year period during which the dealer’s transactions 
are non-exempt is predicated upon a public offering by an issuer or underwriter, and 
that it is the first date of such offering which starts the running of the period. The 
following results are therefore implicit in the provisions of Section 3(a)(1) and 
Section 4(1), as they relate to transactions in outstanding securities by dealers not 
acting as participants in the distribution: 

First: As to securities sold or disposed of by the issuer, or made the subject of public 
offering before July 27, 1933:89 Dealers’ transactions are exempt, regardless of any new 
public offering of such securities by the issuer or an underwriter. 

Second: As to securities privately offered, but not sold or disposed of, before July 27, 
1933: Dealers’ transactions are exempt until there is a public offering of such securities 
by the issuer or an underwriter, whereupon such transactions become non-exempt until 
one year after the first date of such public offering. 

Third: As to securities first publicly offered on or after July 27, 1933: Dealers’ trans- 
actions are non-exempt until one year after the first date of such public offering, and are 
thereafter exempt.®° 

Fourth: As to securities offered privately on or after July 27, 1933, and not previously 
the subject of public offering: Dealers’ transactions are exempt until there is a public 
offering of such securities by the issuer or an underwriter, whereupon such transactions 
become non-exempt until one year after the first date of such public offering. 


The consideration of dealers’ transactions has thus far assumed that the public 
offering, the making of which necessitates registration, is of an entire class of securi- 
ties, or that, if it is of an additional issue of a class a portion of which is already 
outstanding, the securities composing such additional issue may be so earmarked as 
to enable dealers in future transactions to determine whether the securities dealt in 
form a part of an exempt or a non-exempt issue. Such earmarking would not seem 
impracticable, even though it might result in a slight price differential in future 
trading in securities the holders of which would have identical contractual rights.** 
It is not uncommon to identify by distinguishing letters or dates successive issues of 
bonds issued under the same indenture or of preferred stock having similar priorities, 
and, although such series may have slight differences in their interest or dividend 
rates or in other respects, the existence of such differences is not essential. 

Whatever may be the theoretical possibilities of the earmarking of issues, it is a 
practice which issuers have in fact not followed. The result is that where an offering 


® See note 55, supra. 

® Although the question is not entirely free from doubt, it would seem that the exemption once 
acquired would continue even though the same securities were made the subject of a secondary dis- 
tribution through an underwriter for a person in control of the issuer. This conclusion is consistent with 
the language of §4(1), and is necessary to relieve the dealer from the burden of tracing the history of 
securities dealt in to ascertain whether they come from a block accumulated in the hands of a controlling 
person. The same conclusion would seem to follow in the case of securities reacquired and reoffered by 
the issuer. 

™ The purchaser of the “registered” security would, of course, have the benefit of the additional rights 
afforded by the Securities Act. : 
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is made of an additional block of a class of stock already outstanding and subject 
to active trading, particularly on a securities exchange, time and the transfer agent 
quickly erase any ready identification of the shares of the new issue which might 
initially be possible by reference to certificate numbers.°* As a practical matter, 
therefore, the dealer in a security of a class some portion of which has first been 
publicly offered by the issuer or an underwriter within a year utilizes the mails or 
interstate commerce at his peril in connection with the offering or delivery of such 
security unless he furnishes a prospectus meeting the requirements of the Act at the 
time required by the Act.®* Insofar as transactions on registered national securities 
exchanges are concerned, a practical solution of the problem has been afforded by 
the adoption by the Commission of a rule providing for the furnishing to the ex- 
change of an adequate supply of prospectuses which are kept available to the public 
by the exchange.®* It should be carefully noted that this rule is inapplicable to 
transactions otherwise than on an exchange, even though the security in question is 
registered under the Securities Exchange Act. 

(b) Transactions by dealers for account of others—Although the Securities Ex- 
change Act of 1934 undertook to classify as “brokers” or “dealers” persons engaging 
in the securities business,®® no such segregation was made in the Securities Act, 
which defines a dealer to include “any person who engages either for all or part of 
his time, directly or indirectly, as agent, broker, or principal, in the business of 
offering, buying, selling, or otherwise dealing or trading in securities issued by 
another person.”®* However, Section 4(2) of the Securities Act brought within the 
scope of exempted transactions all “brokers’ transactions, executed upon customers’ 
orders on any exchange or in the open or counter market, but not the solicitation of 
sich orders.”®? It is to be noticed that although the running of the period during 
which dealers’ transactions generally are non-exempt is tolled by the entry and 
continuance in effect of a stop-order, there is no such limitation on the applicability 


Such erasure results not so much from the transfer of a specified number of registered shares from 
one person to another, as from the breaking up of round lots into odd lots and the subsequent assembly 
of round lots, and from the operations of the stock clearing corporation or other exchange agency per- 
forming similar functions. 

*SIf the dealer fails to deliver a prospectus, he takes the risk that the purchaser may at some future 
date trace the purchased shares to their origin and show them to be shares which were the subject of the 
public offering. In such a case §12(1) would afford the purchaser a right to rescind his purchase or 
recover damages from the dealer. 

Rule 153. 

Section 3(a)(4) of the Securities Exchange Act of 1934 provides: “The term ‘broker’ means any 
person engaged in the business of effecting transactions in securities for the account of others, but does 
not include a bank.” Section 3(a)(5) provides: “The term ‘dealer’ means any person engaged in the 
business of buying and selling securities for his own account, through a broker or otherwise, but does not 
include a bank, or any person insofar as he buys or sells securities for his own account, either individually 
or in some fiduciary capacity, but not as a part of a regular business.” 

® Securities Act, §2(12). 

Tt need hardly be pointed out that although by reason of the provisions of the Securities Exchange 
Act of 1934 a security may not be dealt in on a national securities exchange unless it is registered under 
that Act or exempted from registration, such registration or exemption is immaterial insofar as the re- 
quirements of the Securities Act are concerned. In this article there is no attempt to discuss the provisions 
or application of the Securities Exchange Act. 
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on the exemption for “brokers’ transactions.” The result, as was pointed out by 
the House Committee, was not merely to permit individuals to dispose of their 
securities through normal channels without restriction, but also to make possible an 
open market for securities, despite the entry of a stop-order. “Purchasers, provided 
they are not dealers, may thus in the event that a stop order has been entered, cut 
their losses immediately, if there are losses, by disposing of the securities. On the 
other hand, the entry of a stop order prevents any further distribution of the 
security.”®° 

In view of the fact that, under accepted methods of trading in vogue at the time 
of passage of the Act, the same house was commonly engaged in security transactions 
both for its own account and for the account of others, there can be no doubt but 
that the exemption provided by Section 4(2) was intended by Congress to cover 
only transactions actually executed in a brokerage capacity, and that no exemption 
for transactions by a dealer can be predicated upon the mere fact that the business 
of the particular dealer consists in some part of business as a broker. 

The exemption, it will be noted, is qualified by the phrase “but not the solicita- 
tion of such orders.” Upon the strict language of the proviso, it is at least arguable 
that in cases where customers’ orders are solicited, only the solicitation itself is non- 
exempt, the transaction of purchase or sale effected upon the order retaining its ex- 
emption in spite of the solicitation. This construction is not meaningless if it is 
recalled that the terms “offer to sell” and “offer for sale” are defined in Section 2(3) 
of the Act as including any “solicitation of an offer to buy”; in view of this language 
the solicitation of a buying order by a buying broker from his customer would of 
itself, if effected through use of the mails or interstate commerce, constitute a trans- 
action prima facie falling within the prohibitions of Section 5. The Commission, 
however, has taken the view that the occurrence of any solicitation is effective to 
defeat the exemption not only for the act of solicitation but also for the transaction 
effected pursuant to the order solicited. This result is held to follow even though 
the solicitation is effected without any use of the mails or interstate commerce.®® 

The position has also been taken that the exemption, if available, extends only 
to the broker’s end of the transaction, and that therefore an issuer or underwriter 
selling through a broker who had not solicited the selling order would be subject 
to Section 5, even though the broker himself were subject to no such restrictions.1°° 


(4) Transactions by others. 

The first clause of Section 4(1) of the Act exempts from the registration and 
prospectus requirements “transactions by any person other than an issuer, under- 
writer or dealer.” As indicated in the House Report, this exemption further exempli- 


*H. R. Rep. No. 85, 73rd Cong., 1st Sess. (1933) 16. 


In the Matter of Brooklyn Manhattan Transit Corp., 1 S. E. C. 147, 171-172 (1935); Securities 
Exchange Act Release No. 260 (June 6, 1935). 


1 F, T. C. Release No. 131 (March 13, 1934). 
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fies the concern of the Act “with the problem of distribution as distinguished from 
trading.”2°? . 

In general, this clause presents no difficulties. The few problems of interpretation 
which do arise spring from the meaning of the term “underwriter” as applied to 
various situations.1° 

A holder of stock may be one of a hundred thousand holders to whom are offered 
rights to subscribe to additional stock of the same issuer. He exercises his rights 
with a view to the resale of the stock thus acquired. Is he an underwriter? Un- 
doubtedly not, even though he has acquired from the issuer otherwise than for in- 
vestment. On the other hand, if a dominant stockholder were to cause a general 
offer of securities of the dominated issuer to be made to himself and a few scattered 
stockholders, with a view to distribution of the stock to be acquired by him, such 
stockholder might properly be held by a court to have no benefit of the exemptive 
provision in question. Between these two extremes may lie an infinite variety of 
cases in which determination of the status of the purchaser as an underwriter may 
require a full knowledge and a realistic consideration of all the circumstances sur- 
rounding the purchase and resale. 

Similar questions may arise as to the propriety of predicating the status of under- 
writer upon activities which as a legal matter may amount to selling “for” the issuer 
of the securities sold. For example, the X Bank accepts as security for a substantial 
loan to Corporation Y bonds issued by Corporation Z, controlled by Y. The loan, it 
is assumed, is made in good faith, with no purpose of effecting any distribution of 
the pledged bonds. The note or instrument of pledge contains a provision empower- 
ing X, in the event of default on the loan, to sell the pledged bonds privately or 
publicly for account of Y, applying the proceeds toward the payment of the loan 
and returning to Y any sums remaining after the payment of the expenses of sale. 
A default occurring, X desires to sell the bonds, and enters into negotiations with B, 
an investment banking house, for the sale of the bonds to it, B proposing to organize 
a group of dealers to act as a selling group in the disposition of the bonds. Despite 
the default, X is not in control of Y and cannot compel registration of the bonds 
by Z. May Z, by its refusal to register, prevent disposition of the bonds by X except 
in a non-public offering? Although the definition of the term “underwriter,” if torn 
from its context, is admittedly broad enough to include the pledgee who, although 
not in a position to compel registration, finds it necessary in the collection of his 
debt to utilize the usual channels of distribution, consideration of the definition from 
a functional point of view would without doubt lead a court to conclude that a bona 
fide pledgee in such a situation is not to be regarded as an underwriter.1% 





71H. R. Rep. No. 85, 73rd Cong., 1st Sess. (1933) 15. 

* For definition of the term “underwriter,” see note 66, supra. 

*8 The Act, as proposed to Congress and as originally passed by the Senate, expressly exempted sales 
“by or for the account of a pledge holder or mortgagee selling or offering for sale or delivery in the 
ordinary course of business and not for the purpose of avoiding the provisions of this Act, to liquidate a 
bona fide debt, a security pledged in good faith as collateral for such debt.” H. R. 4314, 73rd Cong., 
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Another question of considerable importance may arise under this clause in the 
case of a sale of securities by a person controlling, controlled by, or under common 
control with the issuer of such securities. As has already been indicated,’ the 
term “underwriter” is so defined as to include a person participating in a distribu- 
tion by a person in such a control relationship with the issuer; the device used to 
this end is to provide that the term “issuer,” as used in Section 2(11), shall include 
any person in such a control relationship with the actual issuer. As evidenced by 
the definition of the term “issuer” for the general purposes of the Act,°° however, 
as well as by the context of certain other sections of the Act in which the term 
“issuer” appears,1°* the affiliated stockholder cannot be regarded as an issuer for any 
purpose save the limited one of determining the status, as an underwriter, of a 
person selling for or purchasing from him. For the purpose of exemption under 
Section 4(1), it is clear that an affiliated stockholder is a person “other than an 
issuer.” Accordingly, securities owned by an affiliated stockholder, whether out- 
standing at the effective date of the Act or subsequently issued, may be publicly 
offered by such stockholder without compliance with the registration and prospectus 
requirements of the Act, so long as no intermediary falling within the definition of 
the term “underwriter” is involved in the offering.1°* 


1st Sess., (1933) §12(b); S. 875, 73rd Cong., 1st Sess. (1933) §12(b). On first impression, it might 
appear that the elimination of this section in the Act as passed is indicative of a legislative intent to 
require registration in the situation suggested. On the other hand, the Act, as originally introduced, con- 
tained no concept of “underwriter” comparable to that subsequently adopted by the House and retained 
in the Act in its final form; and the exemption which the original bill afforded to isolated transactions 
by non-dealers (H. R. 4314, §12(c); S. 875, §12(c); (see pp. 117-118 supra) would in many instances not 
have extended to transactions of liquidation by a pledgee. Furthermore, the Conference Report (H. R. 
(Conr.) Rep. No. 152, 73rd Cong., 1st Sess. (1933)) makes no mention of the omission of the section in 
question, or of the omission of a closely related provision in the original bill exempting sales by 
fiduciaries and receivers and trustees in insolvency or bankruptcy, despite the fact that the Report discusses 
in some detail the respects in which the bill as agreed upon by the conferees departs in substance both 
from the bill as originally passed by the House and from the Senate amendment of that bill (which 
included both of the exemptive provisions just referred to). The silence of the Conference Report is 
indicative of the fact that the exemptive provisions of the bill as reported out of the conference rendered 
unnecessary the retention of the earlier specific exemption of pledgees’ and fiduciaries’ transactions. 

It may be urged that the pledgee could insist upon registration by the issuer at the time of making 
of the loan. But this is equally true of the non-controlling “private” offeree who purchases for invest- 
ment. If the latter’s purchase is bona fide, he is free to resell at some later date without registration, 
even though he utilizes the normal channels of security distribution. A fortiori, the bona fide pledgee 
who distributes only because forced to do so by the default of the issuer or its affiliate should not be 
prevented from doing so by reason of the unwillingness of the issuer or its affiliate to effect registration. 

3% See pp. 118-119, supra. 105 §2(4). 

 E.g., §3(a)(9)3 §3(a)(11); §6(a); §11, particularly when read in conjunction with §15; Sched. A; 
Sched. B. ; 

%” Of course, this result would not follow if the affiliated stockholder had purchased the stock in ques- 
tion, with a view to its distribution, from the actual issuer or some other affiliated stockholder, in which 
event the affiliated stockholder who sells would himself be an underwriter. It may also be supposed that 
the courts would not hesitate to apply recognized principles of corporate law if the facts were such as to 
warrant a disregard of the corporate entity, in which event there would be involved in substance an offer- 
ing by the actual issuer. Furthermore, the courts would undoubtedly pierce any form of device utilized 
for the obvious purpose of avoiding the restrictions imposed upon a public offering by the issuer, as for 
example, where an affiliated stockholder sold shares owned by him, without the use of an intermediary, 
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It is believed that this differentiation between transactions of resale effected 
directly by a controlling stockholder to persons purchasing for investment and those 
effected through the interposition of an intermediary rests upon sound grounds. In 
narrowing the scope of transactions as to which registration would have been re- 
quired under the bill as originally proposed, Congress appropriately recognized that 
registration, to be significant, must be effected by the actual issuer, and that the 
requirement of registration was therefore perforce limited to those transactions as 
to which there was or had been some means of compelling such action by the issuer. 
However, it did not necessarily follow that registration should be required in all 
such cases. Even though the expense of registration may be met by the controlling 
stockholder, who may also indemnify the issuer and its officers and directors against 
liability, a fair consideration of the interests of the affiliated stockholder, as an in- 
vestor, warrants relieving him of this expense and liability in those cases where the 
need of affording to the public the protection afforded by registration may fairly be 
regarded as limited. In solving this problem, Congress might have called for regis- 
tration in any case of public offering by the affiliated stockholder, or in any case 
where the aggregate offering price was in excess of a stated minimum. Instead of 
adopting either course, Congress apparently felt that the proper test to be applied 
was whether the disposition made by the controlling stockholder was of such a 
character as to be likely to involve the use of the machinery of public distribution, 
and that there was little likelihood of such use unless the affiliated stockholder were 
to utilize the services of an intermediary. 

In this connection, the question immediately occurs whether the fact that an 
affiliated stockholder disposes of certain of his holdings by means of brokerage 
transactions effected on a securities exchange or in the open or counter market sub- 
jects such transactions to the registration and prospectus requirements of the Act. 
Is the broker an “underwriter,” as that term is defined in the Act, and, if so, is the 
transaction a non-exempt transaction? The broker is obviously “selling for” the 
affiliated stockholder, who, for the purpose of determining the status of the broker, 
is, under Section 2(11), to be regarded as the “issuer.” However, Section 2(11) 
requires more than this single factor. If the intermediary is to be an underwriter, 
the sale effected for the affiliated stockholder must be “in connection with the dis- 
tribution of” the security. It is possible that the offering by the affiliated stockholder, 
in a reasonably active market, of a small portion of his holdings, without resort to 
any selling efforts other than the mere placing of orders with the affiliated stock- 
holder’s own broker and the execution by the latter of such orders in the normal 
course of business, and without any effort on the part of the stockholder, his broker, 
or others acting in conjunction with him, to support, stabilize, or otherwise influence 
the market for the security in question, would be held to involve no “distribution” 


pursuant to an understanding that the proceeds of the sale would be turned over to the actual issuer against 
the issuance by it to the affiliated stockholder of shares to replace those sold by him. 
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of such security, as that term is used in Section 2(11), with the result that the broker 
would not occupy the status of underwriter. However, apart from this consideration, 
it would appear that even though a transaction is not exempt under Section 4(1), it 
may nevertheless be exempt under Section 4(2). It follows that, even though the 
broker acting for the affiliated stockholder were to be held an underwriter, it would 
still be possible for his transactions to be entitled to the exemption afforded by Sec- 
tion 4(2) for unsolicited “brokers’ transactions.”°* Implicit in this term would 
appear to be the requirement that the purported broker receive only his usual and 
customary commission in connection with such sales and that he effect such sales 
only by means and methods customarily employed by a broker in the usual and 
regular execution of customers’ orders. It would seem inevitable, as a practical 
matter, that where an affiliated stockholder is endeavoring to effect a disposition of 
all or a substantial part of his holdings, a broker or brokers executing transactions 
on his behalf would go beyond the functions properly exercised in transactions 
within Section 4(2), and would therefore not be entitled to exemption under that 
section. 


™8 See pp. 122-123, supra. 
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advantages contrasted, 61, 62, 85; volume of, 62, 
84. See INsTITUTIONAL INVEsTORS. 

ProsPECTUS . 
effect of, on disclosure of investment information, 
67; appraisal of advantages and disadvantages of, 
67, 68, 743; excessive use of, 83; contents of news- 
paper, 68, and “tombstone” types, 68. 

PusLic OFFERING 
what constitutes, 114. 


“Rep HERRING” ProsPECTUS 
Description and use of, 58. 

REGISTERED SECURITIES 
what securities must be registered, 5; total amount 
of, 23; percentage underwritten by industry, 23; 
total volume of sales of non-underwritten securities, 
23; total amount of and intended use of those 
not intended for immediate cash sale, 22, 28, 29; 
amount sold for cash, 24; proposed use of pro- 
ceeds of, 24, 26, 30; total estimated gross pro- 
ceeds of by industry, 24, 28, and by types of 
securities, 24, 29. See ExEMPTIVE Provisions. 

REGISTRATION STATEMENT 
purpose of, 41; extent purpose accomplished, 80; 
mechanics of registration, 6; forms used, 11; im- 
provement made in forms, 79; filing fee for, 6; 
technique of examination of by S. E. C., 11, 12; 
when effective, 7, 14; amendment of, 14; criticism 
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of letters of deficiency relative to, 79; withdrawal 
of, 14, 15, 35, 36; use of stop, refusal and with- 
drawal orders in connection with, 7, 8; use of 
letters of deficiency in connection with, 10, 13; 
cost of preparation of, 69; benefits of to public, 64. 


REORGANIZATION SECURITIES 


See ExEMPTIVE PRovisIons. 


Securities ACT OF 1933 


text references to sections of: 

Section 2(3), 99, 100, 123; §2(11), 115, 116, 
125-127. 

Section 3, 20, 90, 93; §3(a), 6; §3(a), (1), 120, 
121; §3(a) (2), 923 §3(a) (3), 933 §3(a) (4), 
92; §3(a) (5), 92; §3(a) (6), 92, 104; §3(a) (7), 
24, 92; §3(a) (8), 92, 93; §3(a) (9), 95-103, 
107; §3(a) (10), 24, 95, 103, 105-107; §3(a) (11), ° 
97, 98, 107-109, 111; §3(b) (6), 93, 98. 

Section 4, 6, 20, 90, 112, 119; §4(1), 98, 112, 
113, II15, 121, 127; §4(2), 112, 122, 123, 1273 
§4(3), 96, 97, 102, 103. 

Section 5, 17, 88, 89, 111, 123; §5(c), 108. 
Section 6, 6. 

Section 8, 6-8, 10-13, 15, 16, 118; §8(a), 6, 7, 
63; §8(b), 7; §8(d), 6-8, 14, 15, 95. 

Section 9(a) (2), 753 $9(a) (6), 75. 

Section 10, 76; §10(a), 67. 

Section 11, 17, 18, 77, 78; §11(f), 17. 

Section 12, 17, 18, 90; §12(1), 17, 109, 111; 
§12(2), 17, 76, 78. 

Section 17, 17, 18, 89; §17(a), 16. 

Section 19, 116; §19(b), 18. 


Securities DisTRIBUTION 


estimated costs of, 24, 27, 28, 69; amount of 
additional costs due to registration requirements, 
27; gross underwriting spread on bond flotations, 
69, and correlation between gross spreads and 
yields to maturity, 70. 


SECURITIES AND ExCHANGE COMMISSION 


composition, appointment and salaries of, 3; duties 
of, 4; divisions of: Legal, 4; Registration, 4, 12; 
Research, 5; Trading and Exchange, 5; Form 
and Regulations, 5; Chief Accountant of, 5; Office 
of Supervisor of Information and Research, 5; 
hearings and proceedings before, 8; Trial Ex- 
aminer, duties of, 8; nature and function of re- 
port of, 9; authority of to enjoin violations of the 
S. Act and rules thereunder, 16; investigatory and 
incidental powers of, 18; attempts of to define 
trustees’ functions, 82; investigation of protective 
and reorganization committees, 82. 


Strate, County AND MUNICIPAL SECURITIES 


need for regulation of, 86. 


Stop, REFUSAL AND WITHDRAWAL ORDERS 


See REGISTRATION STATEMENT 


SYNDICATION 


Prior to S. Act: mechanics of, 47-52; purposes of, 
47, 50, 513. types of, 48, 49; speed of, 51, 52; 
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trading account, use of in, 48, 50, 75, purpose of, 
49; extent used, 50; possible weaknesses of, 50; 
abuse of, 50; losses resulting from use of, 52. 
Since S. Act: retailing methods not greatly 
changed, 58, 59, 74-75; selling group, changes 
in, 58, 76; use of “red herring” prospectus, 58; 
retention by purchase group of larger participation 
of securities for own account, 59; trading account, 
extent of use of, 59, 75; problem of disclosure 
of, 75-76. See Waitinc Pertop. 





TRIAL EXAMINER 


See SECURITIES AND ExCHANGE COMMISSION. 


UNDERWRITING AND DISTRIBUTION 


costs of, 51. See ORIGINATION AND SYNDICATION. 


WaitTinc PEriop 


purpose of, 64; purpose defeated, 77; “beating the 
gun,” 65, 73, 83; as affecting “high pressure” 
salesmanship, 65, 74; as productive of “bootleg- 
ging,” 74. See INst1TuTIONAL INVEsTORs. 





